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EDITORIAL 


It has been reported that representatives 
of the bureau of internal revenue have 
recently called upon certain industries 
to furnish data concerning “standard depreciation rates”’ on the 
various types of machinery and other property used in those 
industries. When the representatives of the bureau were in- 
formed that no such standard rates had been compiled or seemed 
desirable, the bureau stated that it would proceed with the 
preparation of standard rates of depreciation to be published for 
the guidance of internal-revenue agents. It further appeared 
that while the rates to be published would be intended to be 
merely advisory they would be promulgated officially in the form 
of a treasury bulletin and, of course, would have a great deal of 
effect. Agents would find themselves practically bound to apply 
those rates in every ordinary case. This matter was considered 
by the executive committee of the American Institute of Ac- 
countants and a letter of protest was written to the commissioner 
of internal revenue, which we publish by permission. 


Standard Depreciation 
Rates 


Commissioner of Internal Revenue, 

Treasury Department, 

Washington, D. C. 
Dear Sir: 

It has come to the attention of the executive committee of the 
American Institute of Accountants that the bureau of internal 
revenue is resuming active consideration of a plan to promulgate 
schedules of uniform depreciation rates for various industries. 

Former proposals of such a plan have encountered wide criti- 
cism from many of the industries concerned. The executive com- 
mittee of the American Institute of Accountants feels strongly 
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EDITORIAL 


It has been reported that representatives 
of the bureau of internal revenue have 
recently called upon certain industries 
to furnish data concerning “‘standard depreciation rates’’ on the 
various types of machinery and other property used in those 
industries. When the representatives of the bureau were in- 
formed that no such standard rates had been compiled or seemed 
desirable, the bureau stated that it would proceed with the 
preparation of standard rates of depreciation to be published for 
the guidance of internal-revenue agents. It further appeared 
that while the rates to be published would be intended to be 
merely advisory they would be promulgated officially in the form 
of a treasury bulletin and, of course, would have-a great deal of 
effect. Agents would find themselves practically bound to apply 
those rates in every ordinary case. This matter was considered 
by the executive committee of the American Institute of Ac- 
countants and a letter of protest was written to the commissioner 
of internal revenue, which we publish by permission. 


Standard Depreciation 
Rates 


Commissioner of Internal Revenue, 

Treasury Department, 

Washington, D. C. 
DEAR SIR: 

It has come to the attention of the executive committee of the 
American Institute of Accountants that the bureau of internal 
revenue is resuming active consideration of a plan to promulgate 
schedules of uniform depreciation rates for various industries. 

Former proposals of such a plan have encountered wide criti- 
cism from many of the industries concerned. The executive com- 
mittee of the American Institute of Accountants feels strongly 
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that the establishment of uniform depreciation rates in any or all 
industries would be unwise and impracticable. 

This opinion is the result of long observation and experience in 
the practice of accounting by the men who constitute the execu- 
tive committee. It is felt that regardless of any theoretical 
advantages which uniform depreciation rates may appear to 
offer, the practical difficulties in the way of their application are 
insurmountable. The committee feels that it is not possible to 
draft a schedule of uniform rates, even if it is attempted to provide 
the widest elasticity, which can be fairly applied in all cases within 
any particular industry. 

The committee has directed me to record its opinion on behalf of 
the American Institute of Accountants, which is the purpose of 


this letter. 
Yours truly, 
F. H. HURDMAN, 
President. 


Every accountant will probably endorse 
the opinion expressed by the executive 
committee of the American Institute of 
Accountants and it is sincerely to be hoped that the bureau of 
internal revenue will not remain blind to the dangers which such a 
scheme as that now suggested involves. It is interesting to recall 
that about two years ago the commissioner of internal revenue 
issued a pamphlet entitled Depreciation studies of the bureau of 
internal revenue undertaken with the voluntary coéperation of or- 
ganizations nationally representative ef various industries or 
branches of industries. This pamphlet was referred to a special 
committee of the American Institute of Accountants and there 
was a certain amount of correspondence and conference before 
the committee rendered ics report. The treasury department 
gave rather wide publicity to the efforts which were being made. 
No opportunity was given to discuss the fundamental question of 
the utility of so-called standard depreciation rates, but the 
Institute’s committee, after careful consideration of the question, 
concluded its report in the following statement: ‘The whole 
question of depreciation rates is fraught with almost insuperable 
difficulties, owing to the intimate connection therewith of obsoles- 
cence and maintenance expenses; and the establishment of an 
unassailable and sensitive scale of rates for any industry is as yet 
far in the future. The committee wishes to emphasize the fact 
that in its opinion the plant of no single concern is comparable 
with that of any other, and that in fixing its depreciation rates 
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every corporation should have full latitude in considering its own 
peculiar situation. That the studies made by industrial groups 
will, however, be helpful to the individuals composing such 
groups and to the members of the accountancy profession is un- 
questionable.”” And this is about as far as one can go in com- 
mendation of a plan of determining so-called standard rates of 
depreciation. There is no doubt at all that an industry which can 
compile what seem to be fair average rates for depreciation of its 
own machinery, etc., will render a service of value to all the persons 
concerned in that industry. Such a schedule of rates would serve 
as a useful measure of the probable life of equipment or other prop- 
erty of an individual concern, and if the actual depreciation ex- 
perienced by one concern were greater or less than the standard, 
that fact itself would be cause for an investigation of the whole 
scheme of estimating loss due to depreciation. But that is very 
different from placing in the hands of a tax assessor a measuring 
stick which he will apply in all cases and by which he will deter- 
mine the amount of depreciation to be allowed the taxpayer. In 
the first case the schedule would be purely advisory. In the 
second, it would be in grave danger of becoming mandatory. It 
does not seem probable that the treasury department will persist 
in its efforts to compile a list of standard rates. If it does do so, 
it will lead to an increased number of disputed tax cases, and that 
is something which the department should seek to avoid. 


An article which appeared in THE 
JOURNAL oF AccouNTANCY for April 
on the subject of ‘earnings per share”’ 
seems to have attracted a good deal of attention. The author, 
Andreas S. Natvig, was concerned chiefly with the method of 
computing earnings ‘‘ per share”’ and proceeded on the assumption 
that stock values, especially on the markets, were dominated to a 
great extent by the ratio of earnings to stock outstanding. He 
then offered several plans for determining the percentage. The 
whole article was interesting and helpful, but there is one basic 
principle which may be challenged. We do not believe that the 
earnings “per share” play as important a part in the creation of 
market values as a good many people seem to think. It would be 
folly to say that the amount of earnings theoretically applicable 
to each share of stock had no bearing at all upon stock quotations. 
The corporation which is earning $10 for every share of stock 


323 


“Earnings Per 
Share”’ 








The Journal of Accountancy 








outstanding will almost certainly sell at a price higher than the 
shares of a corporation which earns $5 a share. So much may be 
admitted, but during the past two or three years there has been a 
great deal of nonsense talked and written about earnings “ per 
share” as a positive guide to market values. We have been told 
that market price should be ten times the earnings, or fifteen 
times, and, in some unusually ill-considered announcements, the 
public was advised to expect market value twenty times as great 
as the earnings ‘‘per share.’’ Then came the depression and 
values went down in many cases to a point less than ten times the 
earnings. The earnings, however, continued at a fairly level rate 
while the market prices were jumping up and down in acrobatic 
convulsions. The earnings ‘per share’ had nothing whatever to 
do with these gymnastic performances. The truth was that 
prices had been too high in proportion to the earnings and when 
they dropped they dropped too low in some cases, while in others 
they have not yet dropped low enough. But if earnings “per 
share”’ were the controlling factor, which many people would have 
us believe, we should not have the quick fluctuations of the stock 
market which make it interesting and at the same time perilous. 


It probably would be informative if one 
would take the trouble to review the 
earnings of any corporation in which he 
is interested over the past fifteen or twenty years and compare 
the earnings ‘‘per share’’ with the market quotations. In the 
great majority of cases he would find, we believe, that while 
earnings have been fairly steady, market quotations have been 
uneven and apparently not greatly dependent upon anything 
more than psychology. Some of the corporations whose earnings 
seem exceptionally high have not achieved a market favor com- 
mensurate with their apparent position. Such corporations may 
have adopted the policy of paying very small dividends and of 
plowing back into the company practically all of the profits, with 
the result that earnings have increased in later years and the 
company has become sound and permanent. In such cases the 
principal “‘per share’’ is really more indicative of value than the 
earnings ‘‘pershare.’’ An illustration of this condition is found in 
the case of some of the banks which have been piling up surplus 
upon surplus and paying only a small percentage in dividends. 
Their market quotations are dependent almost entirely upon 
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surplus accumulated. Earnings “per share” are not of much 
significance, although in the long run the shareholder who holds 
on must come to the time when the accumulation of property will 
be divided more freely to those who own it. The point which we 
are attempting to emphasize now is simply that it is a fallacy to 
allow oneself to be governed by earnings “‘ per share’’ in estimating 
probable market value. A market based upon earnings “per 
share’’ would be ideal, but experience has taught us that it is not 
apt to occur. 


We have received the text of an arbitra- 
tor’s award in the case of a corporation 
against a firm of accountants practising 
in New England. The report has been sent to us with the request 
that the names of the persons concerned be not divulged. The 
accountants in the case have no objection to the publication of 
their names, but the plaintiff prefers to have the matter dealt 
with anonymously. Asa matter of fact, it makes little difference 
whether the names are published or not as in the present case the 
interesting question is one of principle. It appears that the 
corporation engaged the services of the accountants, whom we 
shall hereafter call the firm, to make an audit of the corporation’s 
books for the fiscal year ended May 31, 1920. The firm had made 
similar audits in two preceding years. The claim of the corpora- 
tion was that the accountants had performed their work negli- 
gently and failed to disclose the fact that certain Liberty bonds 
were not in the custody of the treasurer of the company or in the 
custody of any other person holding for the company and that as 
a result of the alleged negligence of the firm the corporation had 
sustained a loss measured by the value of the bonds. 


Award in Case of 
Alleged Negligence 


The arbitrator’s award is interesting for 
several reasons. One of the funda- 
mentals decided by the arbitrator was 
that the responsibility of the accountants was not diminished by 
the urgency of the corporation to have the report hastened or by 
the difficulties which the firm found in completing the audit in 
time. This is a matter of interest to every accountant, for there 
is no practitioner who is not at some time or other urged to hasten 
his work so as to present a certificate or report prior to a certain 
date. It is quite customary for the accountant to demur and to 
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state that it will not be possible for him to complete the work 
fully by the date mentioned. It is customary for the client in 
such cases to be unreasonable in insisting upon excessive speed 
and even to offer to relieve the accountant of responsibility. The 
present decision is, therefore, helpful in determining the exact 
amount of responsibility which the accountant assumes. It 
appears that haste or difficulties in completing an audit do not 
relieve the accountant of the burden of responsibility which is 
there. This does not mean necessarily that the accountant is 
financially responsible. The point is that to whatever extent his 
responsibility would go when there was ample time and no ob- 
stacle, to the same extent his responsibility would go when there 
were apparent excuses for imperfect work. 


. ; The second point involved in the arbi- 
Verification of , . 
Senusthien trator’s award is the method of the 
accountant’s verification of alleged 
assets, in the present case certain Liberty bonds. We are told 
that at the time of the audit bonds worth $15,000 were shown on 
the books of a brokerage house as being in safe keeping for the 
corporation, when actually bonds worth only $10,000 were on 
hand and the other $5,000 had been wrongfully hypothecated. 
Furthermore, $20,000 of bonds had been purchased upon the order 
and for the account of the brokers by another firm of brokers but 
had not been delivered. The first brokers had a running account 
with the second and were indebted to the second. The record 
shows many transactions between these two brokerage houses. 
Bonds worth $20,000 were at the time of the audit a part of the 
collateral held by the second firm of brokers to secure the in- 
debtedness of the first brokerage firm, and delivery could have been 
obtained by the first firm only after the margin of collateral value 
over indebtedness was large enough to permit the withdrawal of 
the funds. Some time after the remaining $10,000 of bonds in 
the safe-keeping account were also wrongfully hypothecated to 
secure obligations of the first brokerage house. This concern 
passed into bankruptcy and all the bonds of the corporation were 
lost to the corporation—the original $15,000 being held by the 
persons to whom they were hypothecated and the $20,000 of bonds 
which had never been delivered to the first brokers being held by 
the second as collateral for the first’s indebtedness. When the 
accountants undertook the investigation they found that the 
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corporation was carrying $35,000 par value of Liberty bonds as an 
asset item, with a book value of $31,990, and the accountants were 
informed that the bonds were with a brokerage firm. The ac- 
countants thereupon went to the office of the brokers and found 
entries in the books there which they accepted without further 
verification. In the report of the accountants appeared the 
following paragraph: “‘United States Liberty bonds, $31,990. 
This total is made up of $20,000 par value of the third 414, 1928, 
United States Liberty bonds carried at $18,664, and $15,000 par 
value of fourth 444, 1928, United States Liberty bonds carried 
at $13,326. The latter includes $5,000 of original subscription 
carried at par.’’ The text of the arbitrator’s award on this point 
is of interest. He said: 


“It is to be noted that the accountants did not report that 
verification had been made nor the method of verification. At 
the time the audit was made, X, although he had already begun 
the course of dishonest dealings which eventually led to the loss 
of the bonds, had a good reputation and the firm . . . was a 
reputable and unquestionably solvent brokerage concern. It is 
conceded that there was no evidence before me that the ac- 
countants should have known or suspected at that time that X 
was anything other than an honest man nor that the firm was 
anything other than a solvent, reputable brokerage firm. The 
relationship between X and Company was very close and 
was based upon a course of satisfactory dealings between them, 
by which the Company had greatly benefited. 

‘‘T find further that the Company would have regarded 
custody by X & Co. in a safe-keeping account as a satisfactory 
way for its treasurer to keep the bonds and that the officers in fact 
understood that the bonds were ‘with the brokers’ and not in 
X's individual custody. 

‘The evidence of the expert witnesses as to the duties of an 
accountant in the verification of securities held by an outside 
custodian was somewhat conflicting. The three who are to be 
regarded as disinterested expert witnesses are Messrs. A, B and C. 
One point of difference between them has to do with the insistence 
upon a certificate from the custodian in all cases where actual ac- 
count of securities is not made. Messrs. A and B thought the book 
examination was at least as good asa certificatein thiscase. Mr. C 
thought proper accounting practice required a certificate in all 
cases, and although on cross-examination he admitted in effect that 
the book examination would have personally satisfied him never- 
theless he would have required a certificate as a matter of practice. 

‘The other main point of difference was that Mr. B thought 
that in every case the auditor should report what he had done by 
way of verification. The other two regarded this as something 
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for the auditor himself to decide. On this point, it seems to me 
that an auditor’s report is not defective in a case where not the 
least suspicion has been aroused if it fails to report the steps taken 
by the auditor for verification. Such detail is really intended ‘to 
pass the buck’ and is inserted to protect the auditor. An auditor 
who does not rehearse his steps shows a willingness to assume a 
greater responsibility than one who does. 

‘However, it is unnecessary to determine what, if anything, 
constituted negligence on the part of the defendants in this regard. 
I have come to the conclusion that the only: question requiring a 
decision is whether the ultimate loss of the bonds came as a proxi- 
mate result of any act or omission of the accountants which could 
from any viewpoint I can adopt be regarded as negligence. This 
issue of proximate cause can be narrowed by eliminating omissions 
on the part of the accountants which I think were clearly not 
negligent and considering only the one omission which might be 
considered negligent if it were necessary to decide the issue of 
negligence. All the expert witnesses were agreed that the duty of 
the accountants would have been fully and unquestionably per- 
formed if they had verified the bonds either by count or by 
certificate and had reported the method of verification in their 
report. It was not negligent to fail to count the bonds. .. . I 
find that any action that would have followed any report that 
might have been based on the blotter entries would not have 
saved the bonds. The cause of the loss was the dishonesty of the 
treasurer of the ———— Company. To have saved the company 
its loss, removal of the treasurer or removal of the bonds from his 
control was essential. Anything short of this in my opinion would 
not have been sufficient. . . . 

‘‘In summary, I can not bring myself to the belief that the cause 
of the loss was what the auditors did or did not do, but the loss 
was caused by the fact that the treasurer who had the implicit 
confidence of his associates, and of everyone else apparently at 
that time, was in reality a thief who misappropriated $15,000 of 
bonds for which the auditors can in no way be held responsible; 
and $20,000 of bonds which up to the time of the auditors’ report 
he had been delinquent in getting into his custody for the benefit 
of the --—— Company, but which, even if the auditors had done 
what the plaintiffs now claim they ought to have done, would 
have continued in the same jeopardy, viz. would have been under 
the dishonest treasurer’s control and for that reason lost to the 
company. 

‘| find for the defendants.” 


The decision of the arbitrator in this 
case is fair. It would have been some- 
what unreasonable to hold the ac- 
countant responsible for failure to disclose something that could 
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only have been disclosed by unusual research when there was no 
cause to believe that anything was amiss. The gist of the award 
is much the same as that of the court decision in the well known 
Kingston Cotton Mills case, namely, that the accountant is to 
exercise reasonable diligence, and having done that he has per- 
formed his duty. The whole question of the interpretation of the 
word ‘“‘reasonable’’ has been vexing accountants and lawyers for 
many years, but it seems safe to assume that in a case such as 
that with which we are now dealing, where there was nothing in 
the history of earlier years to indicate laxity or wrong-doing and 
where the acceptance of an entry in the books of a third party 
was really in conformity with common practice, the accountant 
was not guilty of a lack of reasonable diligence. Obviously it 
would be desirable if it were practicable in all cases for every item 
in the accounts to be traced to its ultimate source and destination, 
but that can not be done. The accountant’s duty is to assure 
himself to his own satisfaction that the accounts are a correct 
reflection of facts, but he must not be satisfied if there is the 
slightest reason to doubt the accuracy of the figures which are 
placed before him. To put the matter in other words, it may be 
said that the accountant’s duty is to render a report based upon 
evidence which is conclusive to himself. He should place himself 
in the position of a third person whose financial interests are con- 
cerned in the solvency of the business under audit, and if after 
investigation he feels that there is nothing amiss and that nothing 
has transpired which would militate against complete confidence, 
he has done what is required of him. 
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The Assignment of Choses in Action 
By L. L. Briccs 


Assignments of accounts receivable have increased in volume 
and number to such an extent that accountants have become 
interested in the legal aspects of such transfers. The court 
decisions dealing specifically with such assignments are few, 
but the subject is fully covered by the common law on assign- 
ments of ‘choses in action,” a rather broad legal term which 
includes accounts receivable. Consequently, the statements in 
this paper that concern choses in action apply to accounts 
receivable. 

By the rules of the early common law, choses in action were not 
assignable because it was thought to be impossible to transfer 
property which was not in possession. It was soon found that a 
rigid adherence to this principle was inconvenient in practice and 
detrimental to the interests of business, so various methods of 
getting around it were devised. The first method of evading the 
rule was by an appeal to the courts of equity, which were liberal 
in the recognition of new forms of property and had decided at an 
early date that choses in action were assignable. Stimulated by 
this liberality, the common-law courts began to search for some 
way by which they could follow the doctrine of “stare 
decisis’’ and permit chose-in-action assignments. Gradually 
they developed the device of giving power of attorney to 
the assignee to collect the claim from the debtor and to 
keep the proceeds under the theory that the assignee acted as 
the agent of the assignor. The next step has been taken in 
some states by the enactment of statutes which permit the 
assignee to sue in his own name if this is necessary in order 
to collect the debt and make all assignments formerly recognized 
only in equity equally valid in law (Hooker v. Eagle Bank (1864) 
30 N. Y. 83). 

In most jurisdictions the courts agree that accounts receivable 
based upon goods sold and delivered are assignable in equity 
(Dix v. Cobb (1808) 4 Mass. 508). Both liquidated and un- 
liquidated book accounts are included (Crocker v. Whitney (1813) 
10 Mass. 316). According to Justice Hoke in Aélantic and North 
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Carolina Railroad Company v. Allantic and Northern Company 
(1908) 147 N. C. 368: 


. now it may be stated as a general rule that . . . all 
ordinary business contracts are assignable. . . . The follow- 
ing criterion is universally adopted: All things in action 
which survive and pass to the personal representatives of a 
decedent creditor as assets ... are in general assign- 
oe 


However, there are some circumstances in which accounts re- 
ceivable are not assignable. In conformity with the general prin- 
ciple that the intent of the parties controls in a contract, if the 
terms of the original contract provide that it shall not be assigned, 
such terms will govern. Justice Hand, in Mueller v. Northwestern 
University (1902) 195 Ill. 236, said: 


The rule is laid down . . . that the parties to a contract 
may in terms prohibit its assignment, so that an assignee 
can not succeed to any rights in the contract by virtue of the 
assignment to him and the rule thus announced is well sup- 
ported by authorities. 


Where there are mutual accounts, a particular item of credit in 
one of them may not be assigned before a balance is struck 
(Nonantum Worsted Company v. Webb, 124 Pa. St. 125). The 
court, in Whittle v. Skinner (1851) 23 Vt. 531, decided that an un- 
liquidated partnership balance was not assignable. 

The equity courts of some states permit the assignment of fu- 
ture accounts receivable, and when the accounts come into exist- 
ence the situation is the same as in the case of an assignment of 
existing accounts. The effect of such an assignment is to give 
the assignee power of attorney to collect the accounts when they 
come into being. Since one may give power of attorney to collect 
a debt which is to come into existence tomorrow as readily as to 
collect one already in existence, there is no reason why the courts 
of equity should treat an assignment of future accounts as differ- 
ing from an assignment of present accounts. 

That the assignment of a debt not due is valid if there is an 
existing contract out of which the debt may arise was held by the 
court in Monarch Discount Company v. Chesapeake and Ohio 
Railway Company (1918) 285 Ill. 233. It was decided in Tailby 
v. The Official Recorder, 13 A. C. 523, that unearned book accounts 
are assignable although they are to be earned thereafter by the 
assignor in another business. It is generally necessary to specify 
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the transactions whereby the future accounts are to arise (Sperry 
v. Clarke, 76 lowa 503). In Davis v. Pitcher, 97 lowa 13, it was 
held to be sufficient to describe the accounts to accrue from the 
sale of certain merchandise. But, if the accounts are to arise from 
contracts not yet made, the assignment of such accounts is gener- 
ally held invalid as against creditors of the assignor (Raulins v. 
Levi (1919) 232 Mass. 42). Where there is no existing contract 
from which the claim is expected to arise, the right to assign a 
future account has been denied by the courts of Massachusetts, 
Pennsylvania and Wisconsin. In Skipper v. Stokes, 42 Ala. 255, 
the court decided that accounts to be earned in the future by the 
practice of medicine were not assignable although there was an 
earlier decision in the same state to the contrary effect. 

In the absence of a statute prescribing the form of assignment 
or a contract provision between the parties as to the manner of 
assignment, no particular form of words is necessary to effect a 
valid assignment of a chose in action. According to Justice Beck 
in Moore v. Lowrey, 25 lowa 336: 


No particular form is necessary to constitute an assignment 
of adebt. If the intent of the parties to effect an assignment 
be clearly established, that is sufficient. 


Anything which shows an intention to assign on the one side, and 
from which an assent to receive may be inferred on the other, will 
operate as an assignment, if sustained by a sufficient consideration. 
The original parties to the contract may make any agreement 
they may desire as to the mode of making assignments and 
such agreements will govern. If there is more than one assignee 
the one to whom the chose in action is assigned according to the 
terms of the contract will prevail over one to whom the claim was 
not so assigned (Fortunato v. Paiten (1895) 147 N. Y. 277). 
Choses in action may be assigned by parol in most jurisdic- 
tions. According to Chief Justice Mansfield in Heath v. Hall 
(1812) 4 Taunton 326: 
If two men agree for the sale of a debt and one of them gives 
the other credit in his books for the price, that may be a very 
good assignment in equity; its resting in parol is no objection. 
In Union Trust Company v. Bulkeley (1907) 150 Fed. 510, the 
court maintained that an assignment of a chose in action by parol 
as security was valid. Oral assignments of book accounts have 
been upheld by the courts of Mississippi and Vermont. 
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It has been ruled in Williams v. Ingersoll, 87 N. Y. 508, and by 
the courts of nearly every jurisdiction that assignments need not 
be in writing. However, the statutes of a few states make only 
assignments in writing valid at law (Planters’ Bank v. Prater, 64 
Ga. 609). In Iowa it was decided in an early case that assign- 
ments of book accounts must be in writing in order to authorize 
the assignee to sue on the instrument in his own name (Andrews 
v. Brown, 1 Iowa 154) but Wisconsin has a contrary rule (Wooks- 
croft v. Norton (1862) 15 Wis. 198). Where the statutes authorize 
assignments of choses in action, when applied to written instru- 
ments, it has been held to mean written assignments, according to 
the court in Miller v. Paulsell, 8 Mo. 355. Written assignments 
may be under seal (Everit v. Strong (1844) 7 Hill 585). 

Assignments of accounts receivable may be inferred from the 
conduct of the parties (Coates v. Emporia First National Bank 
(1882) 91 N. Y. 20). That mere delivery of written evidence of 
the debt may be sufficient was ruled in Jones v. Witter (1816) 13 
Mass. 304, and the giving of power of attorney to collect a debt 
may be considered an equitable assignment thereof, if the parties 
so intend (People v. Tioga Common Pleas (1838) 19 Wend. (N. Y.) 
73). In Ryan v. Maddux, 6 Cal. 247, the court maintained that 
an account could be assigned by the owner writing the word “‘as- 
signed”’ above his signature. 

There must be some sort of a delivery in order that an assign- 
ment of a chose in action take effect (White v. Kilgore, 77 Me. 
571) but it need not be an actual delivery in order to pass the bene- 
ficial interest to the assignee. It may be constructive, according 
to the court in Spring v. South Carolina Insurance Company 
(1823) 8 Wheat. (U. S.) 268. Any act of the assignor indicating 
that he relinquishes to the assignee the control over the chose in 
action will amount to constructive delivery thereof (Richardson v. 
White (1896) 167 Mass. 58). If the assignment is written, the 
delivery of the writing is all that is necessary (Tatum v. Ballard, 
94 Va. 370). The delivery of a copy of a book account was held 
a sufficient delivery in Akin v. Meeker (1894) 78 Hun (N. Y.) 387 
but the court in Cornwell v. Baldwin's Creek 43 N. Y. Supp. 771, 
gave a contrary decision. That constructive delivery of the chose 
in action is valid even as against creditors was held in Fisher v. 
Bradford, 7 Me. 28. 

There is much confusion in the early English cases as to the 
necessity for consideration in chose assignments. It seems quite 
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probable that originally consideration was not essential, but that 
later there was a change of view on the part of the courts. At the 
present time an English court of equity will not assist an assignee 
of a chose in action unless the assignment was made upon valid 
consideration (Edwards v. Jones, 1 Myl. & Cr. 226). In the United 
States the rule is that the assignee is permitted to sue in his own 
name in the case of an absolute assignment of accounts receivable 
even though there was no consideration (Stone v. Frost, 61 N. Y. 
614). The same principle was upheld by the court in Young v. 
Hudson, 99 Mo. 102. If an assignment of a chose in action is 
made as collateral it has been held that there must be adequate 
consideration to render the assignment valid against creditors 
of the assignor (Langley v. Berry, 14 N. H. 82). The assignment 
of a chose in action imposes on the debtor an equitable and moral 
obligation to pay the assignee, which is a good consideration for an 
express promise on the part of the debtor to pay the assignee and 
will authorize a suit in the name of the latter. This was the de- 
cision of the court in Burrows v. Glover (1871)106 Mass. 324, and 
in several other cases. If the assignment has been made without 
consideration, the payment by the debtor to the assignor has been 
held a good defense to a suit by the assignee (Dunning v. Say- 
ward, 1 Greenl. (Me.) 366). 

Except with regard to a few special classes of choses in action, 
such as future earnings which several states require to be recorded 
for the protection of the assignee, assignments of choses in action 
are not included by the recording statutes, and such assignments 
are valid without filing and recording in any office of public record 
(Auliman v. McConnell (1888) 34 Fed. 274). Statutes in many 
states make a mortgage effective against creditors if it is recorded, 
but such acts have generally been held not to apply to choses 
in action (Young v. Upson (1902) 115 Mass. 192). According to 
the supreme court of the United States in Benedict v. Rainer 
(1925) 268 U.S. 353: 


The statutes which embody the doctrine and provide for re- 
cording as a substitute for delivery do not include accounts. 


The assignment of a chose in action conveys, as between as- 
signor and assignee, the right which the assignor then possesses 
to that thing and the law will assist the assignee to assert that just 
and proper claim. All remedies open to the assignor for the en- 
forcement of the obligation are open to the assignee (Crippen v. 
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Jacobson, 56 Mich. 386). Justice Treat stated the attitude of the 

courts in Chapman v. Shattuck (1846) 8 Ill. 49, where he said: 
The doctrine is now well settled that courts of law will recog- 
nize and protect the rights of the assignees of a chose in action, 
whether the assignment be good at law or in equity only. 

Centuries ago the rule became established in England that when 
the owner of a claim made an assignment of it, he thereby gave 
the assignee the power to enforce it in his stead, and this power 
was irrevocable. At common law the assignee did not have a 
legal right which he could enforce in his own name, but merely 
an equitable interest to secure which he was given the right to 
use the name of the assignor (Usher v. D’ Wolfe (1816) 13 Mass. 
290). According to Justice Field in James v. Newton (1886) 142 
Mass. 366: 

According to the modern decisions, courts of law recognize the 
assignment of a chose in action, so far as to vest an equitable 
interest in the assignee, and authorize him to bring an action 
in the name of the assignor, and recover a judgment for his 
own benefit. 
This is the rule in most of our states. Louisiana is an exception. 
In that state no distinction is made between the legal and the 
equitable title, and the assignee of an open account may sue in 
his own name (Kilgour v. Ratcliff, 2 Mart. N.S. (La.) 252). 

In order to entitle the assignee to bring the action in his name, 
the federal courts and those of Georgia, lowa, Maryland and Mis- 
sissippi require that the assignment be in writing. Where the 
legal title is transferred to the assignee, the assignor can not sue, 
so the assignee is the only party who can collect from the debtor 
(Beck v. Rosser, 68 Miss. 72). That the assignee of an obligation 
to pay money must sue in his own name was decided by the court 
in Carhart v. Miller, 5 N. J. L. 675. 

In some jurisdictions the statutes provide that actions must be 
brought by the real parties in interest, with the result that often 
the assignee can not sue at law in the name of the assignor but must 
proceed in his own name on the chose. If the assignee holds the 
chose for the benefit of another or under an agreement is bound 
to account to another for the proceeds, he is regarded, in several 
states, as the trustee of an express trust, and he may sue in his 
own name without joining his beneficiary (Murphin v. Scovell, 44 
Minn. 530). Where claims were assigned to an attorney for col- 
lection and application of the proceeds to the payment of debts 
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of the assignor in the attorney’s hands, the court, in Wynne v. 
Heck, 92 N. C. 414, decided that the assignee was the real party 
in interest and could sue alone. However, according to the de- 
cision given in Pleasants v. Erskine, 82 Ala. 386, if the assignee is 
to account for the proceeds of an assigned chose in action he is 
not the real party in interest and can not sue in his own name. 

If the debtor makes an express promise to the assignee to pay 
him the debt, the assignee then has the right to sue in his own 
name. The reason underlying this rule was stated by Justice 
Field in James v. Newton (1886) 142 Mass. 366: 


The law that, if the debtor assents to the assignment in such 
a manner as to imply a promise to the assignee to pay him the 
sum assigned, then the assignee can maintain an action, rests 
upon the theory that the assignment has transferred the prop- 
erty in the sum assigned to the assignee as the consideration of 
the debtor’s promise to pay the assignee, and that by this prom- 
ise the indebtedness to the assignor is pro tanto discharged. 


An assignment made as collateral security for a debt transfers 
only a qualified interest in the assigned chose and this is true al- 
though the assignment on its face is absolute (Jarboe v. Templer, 
38 Fed. 213). To the extent of his interest, the assignee is the 
owner of the collateral as against the assignor and he may sue 
thereon (Sullivan v. Sweeney (1872) 111 Mass. 366). If he ob- 
tains the legal title he may recover the full amount of the chose 
in action from the debtor notwithstanding the fact that he holds 
the chose as security for a debt (Ginochio v. Amador Canal, 67 
Cal. 493). However, in Cerf v. Ashley, 68 Cal. 419, the court 
maintained that where a chose in action is assigned as collateral 
security, the assignor must join the assignee in an action against 
the debtor because the assignor is one of the parties in interest. 
The English courts do not permit the assignee of a chose in action 
to sue in his own name where the assignment is for the purpose of 
security (Durham v. Robertson (1898) 1 Q. B. 765). After the 
debt for which the collateral was given is paid, the right to hold 
the collateral ceases, and the assignee has no interest in it that he 
can transfer to another. If there is a balance after the debt has 
been paid from the assigned security, the assignee is liable to the 
assignor for that amount. 

If the assignor becomes insolvent after the assignment and 
bankruptcy proceedings are begun, the assignee may still use the 
assignor’s name in suing the debtor and the bankruptcy will be no 
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defense (Matherson v. Wilkinson (1851) 79 Me. 159). In Lyford 
v. Dunn (1856) 32 N. H. 81, the court held that the assignee is a 
creditor within the meaning of the insolvency act requiring notice 
to creditors. 

Among the rights possessed by the assignee of a chose in action 
is that of transferring the chose to a second assignee (Dawes v. 
Boylston (1812) 9 Mass. 337). The latter would take it subject to 
all equities between the original parties. Or an assignee may re- 
assign the chose to the original assignor and the latter may main- 
tain an action against the debtor in his own name in spite of a 
promise of the debtor to pay the first assignee if the debtor has 
not been notified of the reassignment (Clark v. Parker (1849) 4 
Cush. 361). The assignment of a chose gives to the assignee the 
right to control the court proceedings and to dismiss the suit 
(Southwick v. Hopkins (1860) 47 Me. 362). A court of equity will 
restrain the assignor from interfering with an action brought by 
the assignee in the assignor’s name (Deaver v. Eller, 42 N. C. 24) 
and the assignee can hold the assignor who collects the debt in a 
common-law action for money had and received (Camp v. Tomp- 
kins (1833) 9 Conn. 545). In some circumstances the assignee 
may acquire a higher right against the debtor than the assignor 
had before the assignment. For example, the debtor may act in 
such a manner that his conduct will estop him from asserting 
against the assignee his equities against the assignor. If the 
debtor promises the assignee before the assignment has been made 
that he will pay the full amount of the claim, equities between the 
assignor and the debtor with respect to the assigned chose in 
action will not affect the assignee. This principle is laid down in 
numerous decisions. 

The assignee of a chose in action takes it subject to all equities 
existing between the debtor and the assignor at the time of the 
assignment (Schenuit Rubber Company v. International Finance 
Corporation (Md. 1925) 130 Atl. 331). The assignment vests in 
the assignee the same title possessed by the assignor and no more. 
According to Lord Chancellor St. Leonards in Mangles v. Dixon 
(1852) 18 Eng. L. & Eq., 82: 


. if a man does take an assignment of a chose in action, he 
must take his chance as to the exact position in which the 
party giving it stands. .. . Whatever may be the state of 
the account . . . the man who takes an assignment... 
must take it just as he finds it... 
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According to Justice Story, in Greene v. Darling, 5 Mason (U. S.) 
201, this principle applies only to the specific chose in action which 
is assigned and not to other equities subsisting between the parties 
as to other debts or transactions. 

Although the assignee takes the chose subject to the valid liens 
of the debtor against it at the time of the assignment (First Ward 
National Bank v. Thomas, 125 Mass. 278) he does not take it sub- 
ject to equities of third persons of which he had no notice 
(Himrod v. Bolton, 44 Ill. App. 516). The principle and the 
reason for it have been well expressed by Chancellor Kent, in 
Murray v. Lylburn (1817) 2 Johns. Ch. 441, where this great 
jurist said: 

It is a general and well-settled principle, that the assignee of a 
chose in action takes it subject to the same equity it was sub- 
ject to in the hands of the assignor. But this rule is generally 
understood to mean the equity residing in the original obligor 
or debtor, and not an equity residing in some third person 
against the assignor. The assignee can always go to the 
debtor, and ascertain what claims he may have against the 
. . . chose in action, which he is about purchasing from the 
obligee; but he may not be able, with the utmost diligence, 
to ascertain the latent equity of some third person against 
the obligee. 
Vermont, apparently, does not follow the general rule, for in 
Downer v. South Royalion Bank (1867) 39 Vt. 25, the court 
decided that the assignee took the chose in action subject to 
claims in favor of a third person although no notice had been 
given. 

If the assignee suspects equities between the assignor and the 
debtor and mistrusts deception on the part of the former, it is his 
duty to inquire of the debtor as to his claims against the assignor 
when notice is given of the assignment. If he fails to make in- 
quiry and pays more for the assignment than its value, due to the 
hidden equities of the debtor against the assignor, he must stand 
the loss. If proper inquiry is made the debtor is bound to inform 
the assignee of the real circumstances and if he fails to give the 
information he will not be permitted to take advantage of the 
equities existing between him and the assignor. The debtor has 
the same obligation of disclosure if the notice on its face shows the 
deception of the assignee. But if there is no notice of fraud and 
nothing to lead the debtor to think that the assignee is likely to 
sustain a loss, it is usually considered that the former is under no 

338 

















The Assignment of Choses in Action 








obligation to volunteer information. In Mangles v. Dixon (1852) 
18 Eng. L. & Eq. 82, Lord Chancellor St. Leonards said: 


I conceive that equity will not require the party who receives 
the notice, impertinently almost, to interfere between two 
parties who have dealt behind his back, and who have never 
made any communication to him or even seen him, on that 
subject. 


The debtor may subject the chose in action in the hands of the 
assignee to all equities against the assignor and all defenses he had 
against the assignor prior to the time he receives notice of the 
assignment (Littlefield v. Albany County Bank, 97 N. Y. 581). 
This is true although the assignee is ignorant of such defenses 
(Wood v. Perry (1847) 1 Barb. (N. Y.) 114) and he has not had 
notice of the equities. In order to protect his interests the as- 
signee should notify the debtor of the assignment as soon as possi- 
ble. After the notification neither the assignor nor the debtor can 
divest the assignee of his rights in the chose in action (Brice v. 
Bannister, L. R. 3 Q. B. D. (Eng.) 569). The debtor can set up no 
defense which accrued to him after notice of the assignment 
(Upton v. Moore (1872) 44 Vt. 552). But he may take advantage 
of any equities between him and the assignor prior to notice of the 
assignment for the reason that equities after the assignment but 
before the notice are usually founded upon a continued course of 
dealing between the debtor and the assignor, and the debtor has 
reason to believe that the course of dealing has not been affected 
by the assignment until he has notice of that transfer. But after 
receiving the notice, neither payment by him to the assignor nor a 
release by the latter will affect the rights of the assignee against 
the debtor (Jones v. Witter (1816) 13 Mass. 304). The decision 
given in the case of Thorn v. Myers, 5 Strobh. (S. C.) 210, is an 
outstanding exception to the general rule. The court ruled that 
where the assignment passed the legal title in the chose to the 
assignee the debtor could not set up equities acquired against the 
assignor after assignment but prior to notice thereof. 

The debtor has the right of set-off in respect to any equities be- 
tween him and the assignor and also between him and the assignee 
prior to notice of the assignment (Hackelt v. Martin (1831) 8 
Green 77). But he may not set-off a claim held by him at the 
time of the assignment if he had notice from the assignee that the 
assignment was about to be made and did not disclose such claim 
(King v. Fowler (1820) 16 Mass. 397). Neither may the debtor 
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set-off any claim accruing or procured subsequent to the notice 
(Bartlett v. Pearson, 29 Me. 9). Furthermore, the chose in the 
hands of the assignee is not subject to set-off by the debtor if the 
obligation is not mature at the date of the notice (Breen v. Seward, 
11 Gray (Mass.) 118). A promise on the part of the debtor to the 
assignee to pay him the full amount of the assigned chose in action 
has been held to be a waiver of all right of set-off against the 
assignor, existing at the time or arising at alater date (King v. Fowler 
(1820) 16 Mass. 397). 

For the purpose of protecting his claim to the assigned chose in 
action, the assignee should give immediate notice of the assign- 
ment to the debtor. According to Justice Dodge, in Skobis v. 
Ferge, 102 Wis. 122: 

. . . The authorities are overwhelming, and almost without 
dissent, that no assignment of a chose in action can have any 
effect upon the debtor or fundholder, or interfere with his 
dealings with the fund until brought to his notice. 
As between the assignee and the debtor the assignment does not 
become operative until the time of notice to the latter and until 
such notice is received. The debtor still remains a debtor to the 
assignor and may pay him the obligation. Justice Willes, in L. 
R. 5 C. P. 594, maintained that it is: 


A rule of general jurisprudence that if a person enters into a 
contract, and, without notice of any assignment, fulfills it to 
the person with whom he made the contract, he is discharged 
from the obligation. 


But, as between the assignor and the assignee, it is not necessary 
to the validity of the assignment that the debtor be notified (Allyn 
v. Allyn (1891) 154 Mass. 570). 

Until the debtor receives notice of the assignment he may deal 
with the assignor as if the assignment had not been made and he 
will be protected as to all bona-fide defenses arising before he 
had knowledge of the assignment (Campbell v. Day (1844) Vt. 
558) and the same evidence that would be admissible between the 
original parties is admissible against the assignee (Loomis v. 
Loomis (1854) 26 Vt. 198). He may safely pay the assignor 
(Ashcomb’s Case (1674) 1 Ch. Cas. 232) or the assignor may re- 
lease him from the'obligation. Creditors of the assignor may 
attach the fund at any time before the debtor has notice (Wood- 
bridge v. Perkins (1809) 3 Day (Conn.) 364). If a judgment is 
entered against the debtor garnishee prior to notice, the creditor 
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will be entitled to preference over the assignee (Wood v. Partridge 
(1814) 11 Mass. 488). It is worthy of notice that the court, in 
McDonald v. Kneeland, 5 Minn. 352, made a contrary decision in 
regard to this point. It has been said that notice to the debtor 
plays a part in the assignment of a chose in action similar to that 
which recording the deed does in a grant of land. 

After the debtor has knowledge of the assignment the chose 
becomes fixed in his hands and he is inhibited from doing anything 
which may prejudice the rights of the assignee. Payment by him 
to the nominal creditor will be no defense to an action brought for 
the benefit of the assignee (Littlefield v. Storey (1808) 3 Johns. 
(N. Y.) 425). Any compromise or adjustment of the cause of 
action by the original parties, made after notice of the assignment 
but without consent of the assignee, will be void against him 
(Dunn v. Snell (1819) 15 Mass. 481). An accord and satisfaction 
entered into and carried out between the assignor and the debtor 
who has had notice will be invalid as against the assignee (Jenkins 
v. Brewster (1817) 14 Mass. 291). Neither attachment nor 
garnishment by creditors of the assignor can defeat the rights of 
the assignee after the debtor has learned of the transfer of the 
chose in action. If the assignee has only a qualified interest in the 
chose, the debtor may deal with the assignor after notice, but he 
deals subject to the interest of the assignee and is liable to the 
assignee only to the extent of that interest (Sanders v. Soutter, 
136 N. Y. 97). 

The notice to the debtor need not be in any particular form. 
An assignment will bind him if he has such knowledge of facts and 
circumstances as ought to put him on inquiry. No special notice 
is necessary nor need the assignee exhibit to the debtor the instru- 
ment itself or any other evidence. However, in Skobis v. Ferge, 
102 Wis. 122, Justice Dodge says: 


The notice to him (the debtor), therefore, must be of so exact 
and specific a character as to convince him that he is no 
longer liable to such original creditor, and to place in his 
hands the means of defense against him, or at least the in- 
formation necessary to interplead the assignee. 


Acceptance of the notice by the debtor is not essential to its 
validity (Kingman v. Perkins (1870) 105 Mass. 111) because the 
assent of the debtor is unnecessary to complete the assignment. 
The determination of the rights of assignees where the assignor 
makes a second assignment of the same chose in action has caused 
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the courts considerable trouble. In the leading English case on the 
subject, Dearl v. Hall (1823, Ch.) 3 Russ 1, the court established 
the rule that a subsequent assignee of a cestui’s interest who in- 
quired of the trustee and gave notice of his assignment would be 
given precedence over a prior assignee who did not give such notice. 
This principle was approved by the house of lords in Foster v. 
Cockerell (1835, H. L.) 3 Cl. & F. 456. The rule was later broad- 
ened to such an extent that it now includes all choses in action. 
The court, in Meaux v. Bell (1841, Ch.) 1 Hare 73, said: 
The omission of the puisne encumbrancer to make inquiry 
can not be material where inquiry of the circumstances of 
the case would not have led to a knowledge of the prior en- 
cumbrance. 
This statement has been interpreted to mean that inquiry of the 
debtor by the subsequent assignee was not required, with the 
result that since 1841 the subsequent assignee could fix his rights 
without inquiry if he gave the necessary notice. An excellent 
present-day statement of the English rule is given by Justice 
Lawlor in Adamson v. Paonessa (1919) 180 Cal. 157 where he 
quotes the court in Widenmann v. Weiniger, 164 Cal. 667 as 
follows: 
As between successive assignees of a chose in action, he will 
have a preference who first gives notice to the debtor, even 
if he be a subsequent assignee, providing at the time of taking 
it he had no notice of the prior assignment. 

The basis for the English rule seems to be that the negligence of 
the prior assignee in failing to notify the debtor of his assignment 
should estop him from asserting any claim that would jeopardize 
the interest of the subsequent assignee who has paid full value for 
the chose in action and who has no way of learning of the prior as- 
signment. This is an application of the principle of estoppel and 
of the old rule of equity, that of two innocent parties, one of whom 
must suffer, he whose act or omission caused the loss must bear it. 
Later courts adopting this rule have justified their action on the 
ground that it was the only way to protect against the fraud of 
the assignor (Jenkinson v. New York Finance Company (1911) 79 
N. J. Eq. 247). 

There are some circumstances in which the English rule does not 
apply. The second assignee may not recover unless he has given 
consideration to the assignor for the assignment. A gratuitous 
assignment of a chose in action or one given in consideration of an 
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antecedent debt is not sufficient, according to the court in Davis v. 
State National Bank (1913) 156 S. W. 321, although there has been 
at least one decision to the contrary in which a creditor assignee 
was considered to be in the same secure position as an assignee for 
value (In re Furnace Company (1916) 233 Fed. 451). The court, 
in Laclede Bank v. Schuler (1887) 120 U. S. 511, decided that an 
assignee in bankruptcy would be given the same protection by law 
as an assignee for value. In Third National Bank v. Atlantic City 
(1903) 126 Fed. 413, the prior assignee was permitted to prevail 
over the attaching creditor of a subsequent assignee who had 
given first notice of the assignment. Notice of the prior assign- 
ment will defeat the rights of the subsequent assignee (Powell v. 
Powell (1909) 217 Mo. 571). There is some conflict of authority 
as to who has the burden of proof in respect to the notice. In 
Wagenhurst v. Wineland (1902) 20 App. D. C. 85, the court ruled 
that the subsequent assignee should be responsible but it was 
decided in Peters v. Goetz (1916) 136 Tenn. 257, that the prior 
assignee must prove the notice in order to defeat the later assignee. 

The American rule is that between equal equities the prior 
assignee takes good title to the chose in action. The subsequent 
assignee gets nothing, because the assignor transferred all his right 
to the chose to the first assignee and consequently he had nothing 
which he could assign to the second assignee. Notice to the 
debtor by the subsequent assignee can not affect the title of the 
prior assignee because the latter already has the right to the chose 
in action. Although no notice to the debtor is necessary as be- 
tween assignee and assignor (Quigley v. Welter (1905) 95 Minn. 383) 
if notice of the assignment is not given the debtor may discharge 
his liability by paying the subsequent assignee or the assignor 
(Commonwealth v. Sides (1896) 176 Pa. 616). If the debtor pays 
the debt to the subsequent assignee or to the assignor without 
notice of the assignment it is only just that he be protected against 
the prior assignee since it is through the silence of the latter that 
the debtor has made the payment to the wrong party. Should 
the last assignee receive payment when estoppel is not present he 
holds the funds as trustee for the first assignee (Rabinowitz v. 
Peoples National Bank (1920) 235 Mass. 102). 

If the second assignee is clever or swift enough to obtain pay- 
ment from the debtor he will be able to defeat the claims of the 
prior assignee (Rabinowitz v. Peoples National Bank (1920)}235 
Mass. 102). When the last assignee makes a novation with the 
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debtor his claim to the chose in action is better than that of the 
earlier assignee according to the court in New York, New Haven & 
H.R. R. v. Schuyler (1865) 34 N. Y. 30. If the last assignee sues 
the debtor and reduces his claim to a judgment he will be per- 
mitted by the courts to prevail over the prior assignee (Judson v. 
Corcoran (1854, U. S.) 17 How. 612). In this case, a second as- 
signee of a claim against the Mexican government, who gave imme- 
diate notice of his assignment to the secretary of state, prosecuted 
his claim before the commissioners and obtained an award. The 
court held that the subsequent assignee had a better title than the 
prior assignee who gave no notice of his assignment and made no 
effort to enforce his claim until after the award had been made. 
That the first assignee may act in such a manner as to estop him 
from denying that the last assignee has priority was decided in 
Security Company v. Delfs (1920) 47 Cal. App. 599. If he permits 
the assignor to retain possession of the evidence of the chose, thus 
enabling the latter to dispose of it to a bona-fide assignee for value 
or by his laches he stands by and permics a subsequent assignee to 
recover on the chose in action there is excellent authority which 
denies him a claim to the property involved. 

Neither the English nor the American rule applies where the 
assignor and the debtor specify the method of assignment. That 
assignee has the best claim with whom the assignor made the 
assignment according to the provisions of the contract with the 
debtor, irrespective of whether he is the prior assignee or the sub- 
sequent assignee (Fortunato v. Patten (1895) 147 N. Y. 277). If 
the assignment is made with power of revocation, a subsequent 
assignment of the same chose in action will revoke the first assign- 
ment, according to the court in McCormick v. Sadler, 14 Utah 463. 
If the statutes of a jurisdiction require the recordation of this type 
of assignment, the assignee who fails to record will have no priority 
over another assignee, prior or subsequent, who obeys the law and 
places his assignment on the public records (Peabody v. Lewiston 
(1891) 83 Me. 286). 

There seems to be an irreconcilable conflict among the American 
decisions in respect to the status of the assignees where there have 
been subsequent assignments. The federal courts and those of 
California, Connecticut, District of Columbia, Iowa, Maryland, 
Mississippi, Missouri, Ohio, Oklahoma, Pennsylvania, Tennessee, 
and Canada follow the English rule while the American rule is 
followed by the courts of Alabama, Illinois, Indiana, Kansas, Ken- 
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tucky, Massachusetts, Minnesota, North Carolina, New Hamp- 
shire, New Jersey, New York, Oregon, South Carolina, Texas, West 
Virginia, and Washington. The supreme court of the United 
States in early times seemed to favor the English rule. In Spain 
v. Hamilton’s Administrator (1863) 1 Wall (U. S.) 604 the court 
stated the following rather strong dictum: 


As the assignee is generally entitled to all the remedies of the 
assignor so he is subject to all the equities between the as- 
signor and hisdebtor. But in order to perfect his title against 
the debtor, it is indispensable that the assignee should im- 
mediately give notice of the assignment to the debtor, for 
otherwise a priority of right may be obtained by a subse- 
quent assignee, or the debt may be discharged by a payment 
to the assignee before such notice. 


Since this dictum was not law the position of our highest court was 
uncertain until 1924 when the English rule was rejected and the 
American rule was adopted in Salem Trust Company v. Manufac- 
turers’ Finance Company (1924) 44 Sup. Ct. 266. In this case the 
Nelson Company assigned to the petitioner for value a debt 
amounting to $45,000 due it under a contract and later the assignor 
assigned the same debt to the defendant who failed to inquire 
of the debtor regarding previous assignments and had no notice of 
the prior assignment to the petitioner. The defendant notified 
the debtor of the assignment before the petitioner. Later the 
Nelson Company became bankrupt, and the supreme court held 
that as between the petitioner and the defendant, the one whose 
assignment was prior in time should prevail. 

Some of the early writers justified the English rule on the ground 
of an analogy to the sale of a chattel to a later vendee by a vendor 
who had been allowed to remain in possession in which case the 
first vendee is not permitted to assert his title against that of the 
second assignee because he allowed the vendor to retain the indicia 
of ownership. This reasoning is not now applicable in the states 
which have adopted the uniform-sales act because section 25 of 
that act provides that a second assignee who relies on the reten- 
tion of possession by the vendor and who purchases for value and 
obtains delivery is protected. Consequently, the second vendee 
does not need the protection of the common law. Others main- 
tain that the prior assignee knows that he has the opportunity to 
protect himself against subsequent assignments by notifying the 
debtor of the assignment and if he is so negligent that he fails to 


345 








The Journal of Accountancy 





take this precaution his claim should not take precedence over 
that of a subsequent assignee for value without notice. 

The American rule seems more reasonable because the assignor 
transfers all his interest in the chose in action to the first assignee 
and he should not be permitted to accept value from a second 
assignee for the assignment of a right which he no longer possesses. 
To hold otherwise would encourage fraud on the part of the as- 
signor. According to the court in Columbia Finance Company 
v. First Natonal Bank (1903) 116 Ky. 364: 


The rule of caveat emptor applies to sales of choses in action 
as in other sales of personal property, and if the seller has 
sold the thing to one person, and therefore has no title to pass 
to a second, the latter takes nothing by his purchase. 


At common law partial assignments of choses in action may not 
be enforced against the debtor without his consent to the division 
of the debt. In the leading case, Mandeville v. Welch (1820) 5 
Wheat. 277, Justice Story said: 


A creditor shall not be permitted to split up a single cause of 
action into many actions, without the consent of his debtor, 
since it may subject him to many embarrassments and re- 
sponsibilities not contemplated in his original contract. He 
has a right to stand upon the singleness of his original con- 
tract, and to decline any legal or equitable assignments, by 
which it may be broken into fragments. When he under- 
takes to pay an integral sum to his creditor, it is no part of 
his contract, that he should be obliged to pay in fractions to 
any other person. 


Further reasons for the rule are given by Justice Field in James v. 
Newton (1886) 142 Mass. 366 where this learned jurist said: 


It is not wholly a question of procedure, although the com- 
mon law procedure is not adapted to determining the rights 
of different claimants to parts of a fund or debt. The rule 
has been established, partially at least, on the ground of the 
entirety of the contract, because it is held that a creditor 
can not sue his debtor for a part of an entire debt, and, if he 
bring such an action and recover judgment, the judgment is 
a bar to an action to recover the remaining amount. . There 
must be distinct promises in order to maintain more than 
one action. 


It is only reasonable that the courts should not permit a creditor 
to divide an obligation to pay him a stated sum into parts, and 
assign them to several parties, thereby subjecting his debtor to 
the trouble of having more than one claim presented to him or of 
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defending more than one suit arising out of the original contract. 
The law requires the debtor to comply with his contract but it 
requires no more than this. However, where the debtor consents 
to an assignment of part of his debt, the assignee may sue him on 
this part (Richmond v. Parker, 12 Metc. (Mass.) 48). The right 
to recognize partial assignments of choses in action is personal to 
the debtor and may not be insisted upon by a third party who has 
sued him (Burditt v. Porter (1891) 63 Vt. 296). Where the code 
provides that actions may be brought by the real parties in inter- 
est, the assignor of a partial assignment of a chose in action may 
join the assignee in an action to enforce payment by the debtor 
(Singleton v. O’ Blemis, 125 Ind. 151). 

The main reason for not enforcing a partial assignment of a 
chose in action at common law does not exist in equity because all 
the parties at interest may be brought before the court and their 
rights under the original contract and the assignment or assign- 
ments can be settled in one decree so the debtor will not be an- 
noyed or inconvenienced by more than one suit on his contract. 
Courts of equity have always recognized partial assignments of 
choses in action for many purposes and will protect the assignee, 
after notice to the debtor, if it is possible to do so without inflict- 
ing a hardship upon the latter (Richardson v. White (1896) 167 
Mass. 58). The theory of equity seems to be that the debtor owes 
part to the assignee and part to the assignor. According to Jus- 
tice Field in James v. Newton (1886) 142 Mass. 366: 


It is said that in equity, there may be, without the consent 
of the debtor, an assignment of part of an entire debt. It 
is conceded that, as between assignor and assignee, there may 
be such an assignment. . . . In many jurisdictions, courts 
of equity have gone still further, and have held that an assign- 
ment of a part of a fund or debt may be enforced in equity by 
a bill brought by the assignee against the debtor and the as- 
signor while the debt remains unpaid. . . . Butsomecourts 
of equity have gone still further, and have held that after 
notice of a partial assignment of a debt, the debtor can not 
rightfully pay the sum assigned to his creditor, and, if he 
does, that is no defense to a bill by the assignee. The doc- 
trine carried to this extent effects a substantial change in the 
law. Under the old rule, the debtor could with safety settle 
with his creditor and pay him, unless he had notice or knowl- 
edge of an assignment of the whole of the debt; under this 
rule, he can not, if he have notice or knowledge of an assign- 
ment of any part of it. 
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The equity courts will not force the debtor to pay the claim 
piecemeal. He may insist upon making a single payment unless 
his contract with his creditor provides otherwise. If he objects 
to paying fractional parts of his indebtedness he may pay the 
whole sum into a court of equity to be distributed by it among the 
parties entitled to the fund. But if he is unable to pay the entire 
indebtedness upon a single decree of the court, he may refuse to 
recognize the partial assignment and nullify the act of the assignor 
(Wilson v. Carson (1857) 12 Md. 54). 

By the fact of assignment for a consideration, the assignor 
guarantees that he will not interfere with the chose in action there- 
after. Furthermore, he creates an implied covenant that he has 
done and will do nothing to prevent the assignee from collecting it 
(Eaton v. Mellus (1856) 7 Gray (Mass.) 566). Justice Story, in 
Mandeville v. Welch (1820) 5 Wheat. 277, said: 


It has long since been settled, that where a chose in action is 
assigned by the owner, he shall not be permitted fraudulently 
to interfere and defeat the rights of the assignee in the pros- 
ecution of any suit to enforce those rights. And it has not 
been deemed to make any difference, whether the assignment 
be good at law, or in equity only. 


If the assignor does interfere and damage results to the assignee, 
he renders himself liable to the latter (Sanders v. Aldrich, 25 Barb. 
(N. Y.) 63). 

In every chose assignment there is an implied warranty on the 
part of the assignor that the chose in action is a genuine and real 
claim in his favor against the debtor (Tyler v. Bailey, 71 Ill. 34). 
Should the claim be invalid, the warranty is broken as soon as it is 
made, and the assignee may immediately sue the assignor and he 
need not return the assigned chose (Flynn v. Allen, 57 Pa. St. 482). 
If he sues to collect and fails, he is entitled to recover from the 
assignor what he paid for the assignment and his reasonable ex- 
penses in such suit (Phoenix Insurance Company v. Parsons (1891) 
129 N. Y. 86) but if he does not bring an action he is entitled to the 
amount he paid for the chose (Barley v. Layman, 79 Va. 518). 
The assignee may seek the return of the consideration paid before 
commencing suit if he so desires (Walsh v. Rogers, 15 Nebr. 309) 
but he must give the assignor notice of any defense set up against 
the assigned chose (Drayton v. Thompson, 1 Bay (S. C.) 263). 

It seems to the writer that the courts show by their decisions in 
cases involving chose in action assignments that they appreciate 
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the importance to business of liberal laws in respect to the transfer 
of claims from one party to another. Since transfers of this na- 
ture are apparently to occupy a place of more significance in the 
future than they have in the past, such an attitude on the part of 
our jurists will prove helpful to business in general. 
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The Roman Literal Contract and Double-entry 
Bookkeeping 


By HERRMANN HERSKOWITZ 


The history of bookkeeping is the history of civilization. In 
ancient Babylon, about 4000 B. C., business documents were 
written on tablets of soft molded clay, which were hardened by 
baking in the sun. In Nineveh, about 668 B. C., transactions 
involving sales of animals, vegetables and other commodities were 
recorded on clay, stone and metal. The Greeks and Romans 
carved their records on wax tablets. Papyrus was employed as a 
recording medium in Egypt from 400 B. C. to 400 A.D. Vellum 
and parchment followed and in ancient Rome books of account 
were used for record keeping. 

In Rome every well-to-do citizen kept his domestic account 
books. The books employed were: 

1. Codex accepti et expensi, or cashbook. 
2. Adversaria, or waste book. 
3. Contocurentenbuch, or ledger. 

The cashbook was used by the paterfamilias to enter his receipts 
and disbursements. The normal entries in this book were cash 
items, ‘‘nomina arcaria,”’ entries relating to moneys actually 
received or expended. The waste book was equivalent to the 
modern day book in which, according to Sir Henry J.S. Maine, 
every single item of domestic receipt and expenditure was entered. 
The items contained in this book were transferred at stated inter- 
vals to a general household ledger. 

In addition to the actual cash entries, a second class of entries, 
called ‘“‘nomina transscripticia’” came into use. These entries 
represent the literal contract of Roman law. In the literal or 
written contract the formal act required to give it validity was an 
entry in the debit side of the ledger for the amount due. The 
amount due had no relation to real payments. The liability in 
this case arose from the ‘‘litterarum obligatio’’ or obligation by 
book entry. 

The obligation was made by book entries of transfer (nominibus 
transscripticiis). The transfer was either one of ‘‘a re in per- 
sonam”’ which meant that the amounts due from the debtor were 
merged into this contract, by recording it as having paid the 
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debtor, or one of ‘“‘a persona in personam’”’ meaning, in other 
words, that what was due from ‘“‘A”’ was entered as due from 
“B,” “A” having delegated the obligation to ‘‘B” and the 
creditor having agreed to the novation. 

There was in each case a transfer from the existing account to 
another, and this transfer created a new obligation, wholly inde- 
pendent of the previous obligation and resting simply on the 
book entry. Actual cash loans derive their obligation from the 
payment of money. In the case of litterarum obligatio, it was 
unimportant whether any money had been actually paid or not. 
The entry in the ledger declaring the fact of debit was in itself 
the only cause of obligation. 

As the formal act required was an entry the question arises as to 
the type of book used. Sir Henry J. S. Maine, in Ancient Law, 
discusses the systematic habits of the Romans and the exceeding 
regularity of bookkeeping in ancient times. He speaks of waste 
books or day books where all items of receipts and disbursements 
were entered. Professor W. W. Buckland in A Textbook of Roman 
Law, dismisses the day book and ledger ideas and claims that the 
cashbook was solely used. In other words, the cashbook, being 
used solely to record receipts and disbursements, was utilized for 
giving effect to the literal contract. 

In the contract ‘‘re in personam,” when prior dealings were 
merged in the new contract, the entry would be in the cashbook: 

Cashbook—receipts 
Dr. Real account (literal contract) 


Cr. Debtor 
Cashbook—disbursements 
Dr. Debtor 


Cr. Real account (literal contract) 

In the contract ‘‘a persona in personam”’ the entry would be the 
same with the exception of the substitution of a new debtor and 
the extinguishment of the old debt. 

Obviously this method could not have been employed. Roman 
bookkeeping, being at such an advanced stage, would have de- 
manded that the cashbook be restricted to cash entries. The 
journal used today would have answered the purpose, as the 
debtor would simply sign his name when the entry was made. In 
the case of novation, the new debtor would affix his signature. 

This point is discussed by Ledlie in Sohm’s Institutes of Roman 
Law. He says, ‘‘The question therefore arises: What was there 

351 








The Journal of Accountancy 








to distinguish one kind of expensilatio in the codex from the other? 
That is precisely the question as to which we have no certain 
information, and accordingly the truth can only be conjectured. 
The most important clue for determining the character of the 
fictitious expensilatio which constituted the literal contract of 
Roman law is to be found in the term nomen transscripticium. 
A nomen arcarium consisted of a simple entry, a nomen trans- 
scripticium—as the word indicates—involved some process of 
‘writing over.’ It is most probable that in the case of a nomen 
transscripticium, the expensum (on the pagina expensi) was an 
item ‘written over,’ ‘transcribed,’ from the other side of the cash- 
book, the pagina accepti—we know for a fact that the codex was 
kept on a definite outward system according to acceptum and 
expensum—whereas in the case of a nomen arcarium, the expen- 
silatio was really nothing more than an expensilatio, i. e. an inde- 
pendent entry of a payment on the pagina expensi. In other 
words, an expensilatio transscripticia, or literal contract, pre- 
supposed the existence of an obligation quite independent of the 
codex—an obligation based on a sale, or loan, or what not—and 
the object of the parties was to transform this pre-existing obliga- 
tion into a literal obligation, i. e. into one based on the litterae, or 
writing, in the codex as such.” 

As to the contention of the writer that other books were em- 
ployed, the reader is directed to the following excerpt from Kar- 
lowa: ‘‘There is no doubt that the Romans were in the habit of 
keeping other kinds of books besides the codex accepti et expensi. 
There was, for example, the kalendarium, or liber kalendarii, 
in which an account was kept of moneys lent out at interest (the 
name ‘kalendarium’ was due to the fact that, in Rome, interest 
was paid, as a rule, on the first day of every month, the ‘kal- 
endae’), and there were other books for registering the facts 
concerning the paterfamilias’ general proprietary position, the 
object of the codex accepti et expensi as such being merely to 
record his cash transactions. It was customary to make a pre- 
liminary entry in a rough day book or waste book (adversaria, 
ephemeris), before making the entry in the codex accepti. Every 
month these entries were posted from the day book into the 
codex.”’ 

The entries having been completed, the question arises as to 
whether the consent of the debtor was necessary for the creation 
of the obligation. Maine is in doubt but Buckland states that 
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the debtor must have consented to the entry. It seems logical 
to assume that a systematic civilization would certainly have 
required the signature of the debtor to give it validity. 

Whether the debtor had to make a corresponding entry to give 
it validity was also questioned. Roby, in Roman Private Law, 
does not think so. He says, in part, ‘‘Of course the debtor, if 
he kept books, ought to make a corresponding entry in his own 
ledger, and the production of his books would form a natural part 
of the evidence. But creditors often keep much more complete 
accounts than their debtors, and their books are not on that ac- 
count less worthy of acceptance, because their debtor has been 
negligent or dishonest. The entry which created the obligation 
is that made by the creditor in his own books.”’ 

Extinguishment of the debt could only be accomplished by an 
act of cancellation. The creditor made an entry to the effect 
that the money had been paid by the debtor—in other words he 
entered the money as received. The entry did not necessarily 
imply that the debtor had actually paid the money. It meant 
that the debtor was discharged from his debt and it accomplished 
the discharge by the act of cancellation. 

This special form of obligation went out of use before Justinian’s 
time. The popular and frequent employment of Greek bankers 
and Greek forms of commercial engagements hastened its 
departure. 

It has been seen that from the inception to the completion of the 
literal contract books of account were employed. The rigidity 
of the law made the employment of double-entry bookkeeping in 
this form of contract compulsory. The creation of this new debt 
and its extinguishment were predicated on the double-entry 
principle that for every debit there must be a credit. In other 
words, Luca di Borgo in 1494, may have expounded a system of 
bookkeeping based on equilibrium, but its use preceded him in 
ancient Rome. 
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System of Accounting for a Church 


By JoHN P. ARCHER 


Although the financial conduct of any church, be it a lofty 
cathedral or a lowly shack, is almost entirely the receipt and dis- 
bursement of cash, yet the transactions in this one particular are 
various. 

Large or small, pretentious or otherwise, all must have funds for 
their special requirements and the record of these funds must be 
kept by some member of the congregation appointed by the gov- 
erning body—a custodian or treasurer. 

For the purpose of this article, I shall select, for example, the 
record of financial transactions of an Episcopal church with a con- 
gregation of about seven hundred and fifty persons, the rector, 
assistant minister, sexton and funeral director, organist and 
choirmaster with his retinue of soloists, chorusmen and boys. 

Many of the pews were rented for value in accordance with 
location and seating accommodation. These rentals and the 
plate collections (alms) together with the proceeds from an en- 
dowment fund, formed the regular sources of income. A few 
members of the community contributed bountifully for certain 
specific purposes. 

The vestry (governing body, chosen by and representing the 
parishioners) was composed principally of business men, with 
two or three professional practitioners, including an accountant. 
One of the business men was the clerk, whose duty it was to record 
the minutes of the meetings and performed this duty to the best 
of his ability but sorely needed the services of a stenographer. 
Suggestions to this effect were occasionally made but tabooed, for 
reasons. Another business man was treasurer. He, of course, 
was the recipient of all moneys collected and the disburser of those 
due for payment. The accountant, a comparatively new mem- 
ber, slightly nervous and sensitive, was irritated by the manner 
in which the treasurer’s reports were submitted at the monthly 
meetings; they often led to questioning and quibbling, inter- 
spersed with reminiscences, and consumed an endless amount of 
time: indeed, the reports of committees (building, pew, music, 
etc.) were frequently curtailed or postponed on this account. 
Losing patience at last, the accountant expressed an opinion and 
offered to supply the treasurer with a system of accounting, with- 
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out any expense to the church, that would be helpful in keeping 
his records and facilitate the preparation of his reports. After a 
lengthy discussion, the offer was accepted but there were those of 
the members who could, or would, not be reconciled to any 
change, doubting the accomplishment of the promised results. 

The system was installed and after a period of a few months, a 
decided improvement was noticeable in the arrangement and 
presentation of the reports and there was very little adverse com- 
ment. There was ample time, too, for other necessary business. 

At one of the later meetings of the vestry, it was moved and 
seconded that the accountant be appointed assistant treasurer; 
the resolution was carried unanimously. 

At the end of the fiscal year, the accountant proposed that the 
records be audited by a certified public accountant. He would 
bear the expense. This proposal was promptly seconded by the 
treasurer and as promptly accepted by the vestry. Formerly, 
there had been a little friendly controversy between the ac- 
countant and treasurer, also the doubting members; this, evi- 
dently, no longer existed. 

I was called upon to examine the records, report and certify 
their correctness. 

I was agreeably surprised to find how readily these records 
admitted of a thorough audit. On previous occasions, I had 
experienced a great deal of trouble in auditing church accounts 
(all of the single-entry nature), but here was an outfit, although 
inexpensive and anything but elaborate, deserving of commenda- 
tion. The accountant and treasurer, both, had done good work. 

The outfit consisted of four sets of cards with the customary 
ledger ruling, one set white, the other three of different colors, 
each set provided with an index, and all contained in one cabinet; 
a journal and the cheque book. 

Printed ‘‘slips’—somewhat similar to bank deposit slips—re- 
cording the amounts of the plate collections for the morning and 
evening services, with the proper dates entered, were initialled by 
the assistant minister who supervised the counting whenever 
possible and in the event of his enforced absence by a trusted ap- 
pointee. On special occasions—Easter Day, for instance—the 
assistance of one or more of the vestrymen was requisitioned. 
Many members of the congregation presented their offerings in 
duplex envelopes, suitably prepared, one part containing an 
amount for general expenses, the other a sum for missions or 
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benevolences. These were really the fulfillment of pledges, a 
record of which was kept by the rector and a copy supplied to the 
treasurer. The slips were all in order, carefully filed pending 
inspection. 

A memorandum (or bill) was mailed to each pewholder as a 
reminder that payment was due and payments were usually made 
by cheque. 

Acknowledgments were shown for payments of salaries. As 
these payments were all made by cheque, the practice of enclosing 
blank receipt forms (to be signed and returned) with the cheque, 
was discontinued later, the cancelled cheques, duly endorsed, 
being considered sufficient evidence of payment. 

The unpaid bills of tradespeople (creditors) were kept in 
one indexed box file and those paid in another, both plainly 
labelled. 

The cheque book, six cheques to the page and therefore afford- 
ing plenty of room for explanatory notations or particulars, was 
the only record of the cash transactions. The receipts were 
entered in detail opposite the cheques and stubs—names of 
pewholders, with amounts received from each, listed and ex- 
tended; the amounts from plate collections transcribed, item for 
item, from the initialled slips and particulars of the proceeds 
from the endowment fund from statements, accompanied by 
cheques, furnished by the trust company. All payments were 
made by cheque—to tradespeople, officefs and members of the 
choir individually, one cheque in total for the boys, answering 
to the statement presented and signed by the choirmaster, and 
one other to the sexton in accord with his signed statement 
for current incidentals during the month. The necessary 
details were all expressed on the stubs—services or supplies as 
per bill of such-and-such a date, salary for the month of so- 
and-so, etc. 

At the end of each month, a summary of the receipts and 
disbursements was entered in the cheque book such as the fol- 
lowing: 

Receipts 
i atte ses saad bbw ead baron oar $ 
Plate collections: 
NE oa dk os be te Sul dk es inn $ 


Evening rer rr ers ee ee 
Ts ss <4 oh ae hAeemaad ehanens i Mka> s 
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I BE os 5 5 as Hk bee $ 
Ns iin as wis 5 echae we a aes hoe RES 
ME bieccccerntcasecacacvansees $ 
Balance—first of month................... 


Salaries: 


Cemmieiet Sek COITNREEEE sw. 6 oo ov 5c hk dee ses 
NS SG oa shad once ses sid. ds 605 Kec 


ole 554. 5: igi de A dak aha tg ah cues een nat ae vena 

NN 5 acon ace ii ded we vd: F Sado and ok QU 

SS ori n< ve ctiediedentssscuenees 
NE orc, 5. ie. v5 55 3 bs concciwes $ 
Balance—last of month... ........0cccccccece 


$ 


The reconciliation of the cash balances with the bank state- 
ments was speedily effected. 

In order to render this a double-entry system, three or four 
comprehensive journal entries were necessary, such as the 
following: 

October 1, 1928 


(Pink cards) 
CIES foo Sa orn tadndncankeas+skeones $ 
MS bb vo cne Danpekenees boatekdewowe 
I SI iia ig ES ig chet sbeee 
To pew rentals (white card)............... $ 
To record pew rentals due this date. 


October 31, 1928 


(White cards) 
Salaries: 


Organist and choir (ad lib.) ...............06: 
To sundries (blue cards): 
Rev. Avtar AmBGIOWS . ..66 5... ccc cece $ 
ee re 
GR ek. o's snk ees a kn Sew ee oe 
EE, «Soin oak ean di otcdeson's 
Ps oak A dies dnks bar pdicdene 
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To record salaries for the month of October. 


(White cards) 
Sundries: 
Maintenance and repairs................2+6- $ 
ee IE INS, 5g Sic cdbc esc d a ciedidecss 
Printing, stationery and postage... .. saaties 
RI Rute aaa a Ser ny Pe a 


(Yellow cards) 
To sundries: 


NN os Saline. «ocd Cannes a0 $ 
I UNE. Sabb cbc csc eoeeth obese 
8 Ar eee eee eS 


payable for the month of October. 


All items were then transferred, or posted, to their respective 
accounts on the four sets of cards (note allusions in parentheses 
above)—white for the nominal, or impersonal, accounts, pew 
rentals, offertories, income from endowment fund; salaries (a 
separate card for each class), the maintenance accounts (separate 
card for each account) and accounts payable (controlling) 
account. The other sets, of different colors, were devoted to the 
personal accounts: (1) to the sundry pewholders, (2) to officers 
and others in receipt of salaries and (3) to individual creditors 
(tradespeople). 

The cards were suitably inscribed: those for the pewholder 
with names, addresses, numbers of pews and amounts of rental 
payable monthly or quarterly; those for the recipients of salaries, 
with names, addresses, positions and amounts of monthly com- 
pensation; those for the creditors, with names, addresses, occupa- 
tions and telephone numbers. 
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The items of the cash summary were the first to be posted, the 
total receipts to the debit of the cash summary account and the 
total payments to the credit. The items making up the total 
receipts—pew rentals, offertories, etc—were then transferred 
to the credit of their respective accounts and the items resulting 
in the total payments—salaries and other expenses—to the debit 
of their several accounts, all on the white cards. 

The personal items on the cheque book—Martha Martin, et al. 
—were credited on the pink cards with amounts of cheques 
received; the Rev. Arthur Andrews, et al., debited on the blue 
cards with the amounts of the cheques drawn to each; John 
Jones & Co. and the other creditors debited in like manner on 
the yellow cards. 

The journal entries were then considered, each item being 
transferred, or posted, as set forth therein, debit to debit and 
credit to credit on the white or colored cards, as specified by 
notations in parentheses above. 

The total amount of the creditors’ credit items (as per journal) 
was transferred to the accounts payable account (white card), 
the debit posting having been already made from the cash sum- 
mary. A controlling account was thus established. There was, 
of course, always a credit balance on this account as bills received 
during one month were not paid until the following, or later, 
perhaps, according to circumstances. Similarly, salaries earned 
in the one month were paid in that succeeding. 

All postings having been made, a trial balance was taken off 
from the general ledger (white) set, from which a statement of 
income and expenditures could readily be prepared. 

The list of balances in the subsidiary creditors’ ledger (yellow) 
set was in agreement with the controlling accounts-payable 
account in the white set and the list from the blue cards in accord 
with the salaries as classified on the white cards. The pink cards 
simply showed debit and credit items of similar amounts, but any 
irregularity was at once apparent. 

Occasionally—funds being low and current expenses to be 
provided for—the discounting of a note, sanctioned by the vestry, 
made to the order of “ourselves,” was negotiated with the bank. 
There seemed to be little trouble about this proceeding, as at 
Eastertide or Christmastide large plate collections were expected. 

This transaction was recorded by an entry on the debit, or 
left hand, side of the cheque book, thus—‘‘ Note payable to bank 
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re ” (indented) less ‘Discount $......... ,” extended 
is aseaomie The face value of the note was posted to the credit 
of ‘‘notes payable” on a white card and the item of ‘‘discount,”’ 
also on a white card, to the debit of “‘discount on note” or “‘inter- 
est and discount.’”” When the thirty-day or sixty-day note was 
paid (not necessarily by cheque but appearing as a deduction on 
the bank statement) an entry was made on the stub or credit 
side of cheque book, this being posted to the debit of “notes 
payable” and the balance of this account was effected. The 
expense of the negotiation ‘“‘discount’’ remained until the 
annual closing of the records. 

Apparently, little interest was shown in the asset valuations, 
as no cards for these were in evidence. All the attention seemed 
to be directed toward the subject of income and expenditures. 
In order, therefore, to make the records as complete as possible, 
I secured and made a list of all the active insurance policies 
with particulars as to amounts, premiums, dates of expiration, 
etc., and gathered from this some idea of the values of the prop- 
erties owned, supplied the necessary cards and was enabled to 
draft a pro-forma balance-sheet. At a later period—the merger 
with another church being contemplated—a professional ap- 
praisal of all properties was made and the values were adjusted 
accordingly. The tabulated statement of insurance data also 
showed the amount of premiums unexpired and the proportionate 
part to be written off each month thereafter. 

Additional journal entries were then necessary: one, a charge to 
insurance (as per memorandum) and a credit to unexpired (or 
prepaid) insurance; another, providing for the annual diocesan 
assessment—monthly approximation made from previous assess- 
ments—by a charge to assessments and a credit to reserve for 
assessments. The amounts were posted to these accounts on the 
white cards. 

Particulars of the endowment-fund securities were also noted 
and scheduled, in order that a continuous check could be made of 
those investments maturing and paid off and the subsequent 
reinvestment of the proceeds. Hitherto, this matter had 
received little attention. This proceeding was deemed advis- 
able for another reason. So important an asset must be 
shown on the balance-sheet; moreover, the treasurer ought to 
be thoroughly acquainted with every detail relative to his official 
capacity. 
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The pledges being kept only on memorandum, any unfulfilled 
at the end of the year were considered as a loss and the names of 
the pledgers dropped from the list. If, by chance, arrears were 
paid, the amounts were entered on the debit side of the cheque 
book under ‘miscellaneous income’’ and posted on a white card 
with this caption. 

All adjustments having been made and the trial balance in 
order, statements were prepared somewhat as follows: 


Pro-forma balance-sheet—January 1, 1929 


Assets 
i a i as iid ey 2s pg (nominal value) $ 
IN ic cs en ctwavenceaens pas (value approximated) 
WS Patten ty. cca keke tokens ak es tis - ) 
IRS Acids Segue wha ss «so bas ey ™ ) 
Sr i ok kc ht wianic ed sess .. ™ ) 
Nave and other furnishings............. i ” ) 
I a ss eke aaa ied» ancid a ‘i: 7 ) 


Unexpired insurance premiums.....................seee0ee 
Investments—endowment fund—as per schedule No. —...... 
| ee Teer Ter ye ree Cee 


Liabilities and net worth 
Accounts payable—creditors—as per schedule No. —........ $ 


Salaries due and unpaid— adi - On is sueeke 

RI Tr IIR 6. 6 65o a vena o's oss 0be aber saceevocua 
I 5 <c'3 seat cee eee Boke mie alia $ 

PE NE re We bias. g ana darian aude eee aaa tae 
Total liabilities and net worth...................00c00- $ 


Supporting schedules followed. 


Statement of income and expenditures for the year ended 
December 31, 1928 
Income 

iid. nine bade nann dd headieyatenaeds $ 
Plate collections: 

EE ee Par ea $ 

SOIR 5 6.0 6 0.50 dW ebdebs 0 dePa a aeess 

Pn aubedh 3.49 65 sO0eeobns CUTER os 

PN 56d widenid Warrier secs de ben's 
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Donations—as per schedule No. —............ $ 
SERS 5 Ae ee 
reer ee er errr 

nT scene ge ss nas fa geese $ 


Balance in bank, first of year.............. 


Expenditures 
Salaries: 


Organist and choirmaster.................... 
ER), Rd 
I cil a te a clea oe oe ee 
SIRES SOE Tia ena an Cae Sop ne eee enn 


Expenses: 


Deammbemance andl TEPAIS. .. .. 2... ce. 
ee ee 
Printing, stationery and postage............. 
RRR A ee ee ee 


SABE AA SA vee, See ae, aa a 
NS eri Ge ered < wsleleca koa eae oe 
I RN ds «he PLE alin aid eee ae 
a i ea a tila ilies asthe 
EE Ce Te Pee eer ee 





sec os ca dkee eé Rae ene $ 
Balance in bank, end of year.............. 


It is possible that a few details have been overlooked, but these 
would be unimportant. The purport of this article is to present 
a method of recording transactions in a manner which will 
enable a treasurer or other custodian of church funds to render 
a suitable statement to his vestry without fear of undue criticism 
or reproach. 

I have learned from experience that the duties of the treasurer 
of a church, such as I have attempted to describe, are quite 
onerous. Usually, the office is accepted reluctantly and often 
the treasurer is too much occupied with his own business and 
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personal affairs to devote the time and attention necessary to 
the proper keeping of the church records, unless he has a capable 
assistant, and that is not always desirable. The transactions 
with the bank must, of course, be done during the day, but most 
of the work must be attended to after his business day is over— 
correspondence, rendering bills to pewholders, preparing bank 
deposits, scrutinizing the creditors’ bills and most important of 
all, the careful recording of all cash transactions in the cheque 
book. All these demand time and application, not to mention 
the transferring, or posting, of items to the ledger cards. This, 
in itself, is an arduous task but were it not for the existence and 
proper keeping of the cards, the auditor would be obliged to 
make an exhaustive analysis of all transactions for the year, or 
other period, under review. 

A few samples of the cards (4” x 6’), after ‘‘closing”’ and 
“ruling off,” are submitted herewith: 








White 
CasH SUMMARY 

1928 Forward a ~ 1928 Forward......... $ 
Oct. 31 Receipts..... v Oct. 31 Disbursements.... V 
Nov. 30 - 4s aac v Nov. 30 ™ jo we ae 
Dec. 31 ” tad v Dec. 31 si bien ae 

Bal. down.... 
$ $ 

1929 

Jan. 1 Balance. Kesha $ 








ACCOUNTS PAYABLE 

















| 
1928 | 1928 
Bal. forward..... $ 
Oct. 31 Cash oa \JOct. 31 Sundries DPERER AIT. 
Nov. 30 " jeacces ||Nov. 30 “in éaihldte eee 
Dec. 31 aoe : ee Dec. 31 ei re J. 
Bal. down........ 
$ $ 
1929 
mm 8 Geiss 6c nes-0 $ 
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1928 


Nov. 10 Cash 
Dec. 10 OT) i gin 6 eatin menaie, ae 
31 Bal. down........ 





MAINTENANCE AND REPAIRS 


SALARIES—CLERGY 





| 
1928 
Bal. forward...... $ 
$ Oct. 31 Month of Oct..... J. 
Nov. 30 = Pee. ae 
Dec. 31 as See 
$ 
1929 
ee SO eee $ 















































1928 1928 
ae $ Dec. 31 Inc.and Exp.acct.J.s $ 
Oct. 31 Sundries......... J-10 P 
Nov. 30 sé vada aac ie J.u 
Dec. 31 = verererS 
$ $ 
— ~ a ——— ~~ 
Martha Martin Pink ft 
123 Myrtle Ave., eae per month 
1928 1928 
Oct. 1 Month of Oct.....J.0 $ rn we Ce oo diccccces Vv $ 
Nov. 1 and Sean” Nov. 10 marr es Cee v 
Dec. 1 - © OE cone Dec. 11 OT ae Swed wane ae 
$ $ 
Rev. Arthur Andrews Blue 
The Rectory, 1 W. 1st. St. Riuseteacans per annum 
(payable monthly) 
1928 1928 
NS 5a artiaia $ Peewee... .csccce $ 
Salary 
ee Vv Oct. 31 Month of Oct. . .J.1» 
Dec. 15 Mis bck-aes 0% be J Nov. 30 - * Nov... J.u 
ee Sa Dec. 31 oo * Bee...da 
$ $ 
1929 
a © nO. . occ ewes $ 
364 











” —————————EE 
a ~— 





' 








System of Accounting for a Church 








Maud Morris, 


Soprano Soloist 























321 Tulip Ave., City ee ee per month 
1928 1928 
ee 7 ee . 
Salary 
PE rrr V Oct. 31 Month of Oct... .J.10 
Dec. 15 odio ae eee os Nov. 30 = * Bee cee 
20 6H GOW... eee Dec. 31 oo * oe 
$ $ 
1929 
Sa 0 eee $ 
Yellow 
John Jones & Co., Painters and Decorators 
15-50th St., City Phone, Dec. 0505 
1928 1928 
NS ae babi deena $ a $ 
ee re v Oct. 31 Bill of 10/15/28... J.1 
Dec. 20 Pe ie a Ss oe Nov. 30 oe © Fi6/.. 58 
31 Bal. down.... Dec. 31 “= * $e/G/ak. 5a 
$ $ 
1929 
Jan. 1 Balance........- $ 
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Terminology Department 


CONDUCTED BY THE SPECIAL COMMITTEE ON TERMINOLOGY OF THE AMERICAN 
INSTITUTE OF ACCOUNTANTS 


A letter from a correspondent leads to the following comment: 

It appears that in the case of an eleemosynary institution which has received 
various restricted endowments, the sums so received are described differently 
in successive balance-sheets prepared by different accountants. 

In one year they appear among the assets as “fund investments”: “fund 
securities” and on the liability side as “funds.” 

In a following year they appear under the same names on the asset side, 
but on the liability side are called ‘‘fund reserves.” 

In the report for 1927 they appear among the assets as 
securities” and on the liability side as “funds capital.” 

No information is furnished as to the source from which these “funds” 
arose, but we assume that each one was a gift or bequest, the principal and/or 
income of which was to be used in a specified way or for some specific purpose 
and our remarks are based on this assumption. 

Such a gift or bequest is in the nature of a trust and it appears to this 
committee that the term ‘“‘trust’’ on the liability side describes the purpose 
more accurately than any other. If, for any reason, there are objections to 
this description, we think that the form used in the 1927 accounts, ‘“‘fund 
capital,’’ would be appropriate. 

The views of the committee regarding the word “‘fund,’’ as set forth clearly 
in the issue of THE JOURNAL oF ACCOUNTANCY for September, 1928, remain 
unchanged and we welcome this opportunity of urging that the word be used 
solely to describe cash or investments. 

There is no doubt that in cases such as those which are being considered, it 
is obligatory to show these amounts on the credit side of a balance-sheet. 
Either there is a well defined liability on the part of the institution to use such 
moneys for specified purposes or they are part of the general capital. 

In practice, there have been trustees who laughed at the idea of showing 
such restricted gifts or bequests as liabilities, but with all respect to those 
gentlemen such objections can have no foundation but that of ignorance, 
crass and profound. 


‘permanent fund 
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Students’ Department 


H. P. BAuMANN, Editor 


INVESTMENT TRUST AND SUBSIDIARY CORPORATION 


Following is a problem set by the examining board of the State of Wisconsin 
in the examinations held during November, 1929: 


You are given the trial balance as of September 30, 1929, of two corporations, 
an investment trust and its subsidiary. The subsidiary is a close corporation 
and acts as fiscal agent and as manager for the investment trust, as well as 
doing a general business with the public as investment counsel and dealer 
and broker in investment securities. 

The subsidiary receives compensation in the form of commissions on the 
selling price of the Investment Trust Corporation's stock, for the sale of which 
it has an exclusive contract. It also receives compensation in the form of a 
management fee for managerial services, under a contract providing for a 
monthly fee based on a percentage of the investment trust’s capital stock 
outstanding. 

Both corporations began business January 1, 1929, and their fiscal years end 
December 31. Both companies ascertain their profits monthly and you may 
assume that all necessary adjustments to pro-rate for the nine months’ period 
have been made. Profits of the subsidiary have not been taken up on the books 
of the parent company. 

You are required to prepare balance-sheet and profit-and-loss statement for 
the Investment Trust Corporation, giving such effect as you consider proper 
to its 75 per cent. ownership of the Investment Managers Company. 

Also prepare data which you would consider appropriate to be used in a 
letter to stockholders, showing the earnings for the current year to date and 
the value per share of common stock of the Investment Trust Corporation 
outstanding at September 30, 1929. 


INVESTMENT TRUST CORPORATION 
Trial balance—September 30, 1929 


Debit Credit 
OT er my rie $ 110,342.90 
Accounts receivable—brokers................ 149,580.20 


Stockholders notes (secured by company’s stock) 1,118,962.70 
Stocks and bonds held for investment (at cost). 7,748,477.70 
Adjustment account to reflect market value of 

investment securities... .............2000. 806,967 . 30 
Investment in subsidiary company—75 % of cap- 

ital stock of Investment Managers Company . 300,000 . 00 


Accrued interest on stockholders notes........ 14,073.52 

Accrued interest on bond investments......... 9,768.38 

Accounts payable—brokers.................. $ 122,391.04 
Accounts payable Investment Managers Com- 

NG wine ahah Whe ok ands ae hee eek a daaes 28,659.14 
Notes payable—banks..................045- 700,000 .00 
Accrued interest on bank loans............... 3,106.42 
Reserve for accrued dividends on preferred stock 64,305 .00 
Reserve for current year income taxes........ 70,000.00 
Preferred stock authorized................... 6,000,000 .00 
Preferred stock unsubscribed................ 618,163.00 
Common stock authorized. .................. 600,000 .00 
Common stock unsubscribed................. 79,210.00 
Paid in surplus (premiums on sale of common 

I o's be rh 4 KAS a blcca d.< 194 es 2,316,560 .00 
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Surplus from appreciation of investment se- 








NE Dn a nea ed nc a Lad cd $ 806,967.30 
Preferred stock dividends declared............ $ 96,837.80 
Provision for accrued preferred stock dividends . 64,305.00 
Dividends on stocks held for investment....... 130,711.00 | 
Interest on bonds held for investment......... 12,239.45 
Interest on stockholders notes............... 54,913.70 
Dividends from subsidiary company.......... 37,500 .00 
Profit on sales of securities.................. 515,758.35 
Profit on sales of stock rights................ 76,450. 50 
Management fees to Investment Managers 
NE te atk de takes an sae 55,993.70 
Documentary stamps on stock issued......... 2,936.00 
ND a in a whe cw oka nee 22,997.20 
Provision for current year income taxes....... 70,000 . 00 ’ 
SOI IID. 5 os we nsacccencscesses 14,800 .00 
Commission on sales of capital stock.......... 256,146.50 





$11,539,561.90 $11,539,561.90 








INVESTMENT MANAGERS COMPANY 








FiscAL AGENTS FOR INVESTMENT TRUST CORPORATION ; 
Trial balance—September 30, 1929 : 
I... 5 s:.-o alae iad adan cia nie am mas $ 115,512.80 
TERS Pee ek eae 1,000.00 
Accounts receivable—customers.............. 570,279.16 
Accounts receivable—brokers................ 17,962.30 
Accounts receivable—Investment Trust Cor- 
ARs alike ii arta halk aera d alain deine 28,659.14 } 
Securities purchased for resale (at cost) *...... 83,611.70 
Memberships in stock exchanges............. 221,032 .00 
SELES SDE EITC 26,775.40 i 
Reserve for depreciation of office equipment... . $ 6,426.70 
Prepaid insurance and bond premiums........ 11,707.00 
Accounts payable—brokers................-- 44,983.00 
POGUED PAVERS —GROS . wow 5 ccc ccces 235,000 .00 
Salesmen’s commissions payable............. 37,200. 40 
Reserve for current year income taxes........ 36,000 .00 
Capital stock authorized and outstanding...... 500,000 .00 
en EP ere 50,000 .00 
Profits on sales of securities.................. 65,624.70 ; 
Profits from syndicate participations.......... 106,084 .00 
Brokerage and investment counsel fees earned. . 105,041.80 
Management fees from Investment Trust Cor- 
SE Oe re 55,993. 70 
Commissions earned on sales of Investment 
epee Serre GOCE... . . 5 ccc cece. 256,146.50 
Income from dividends. .................000- 2,367 .50 
Income from interest on accounts receiva sie. . . 21,276.30 
Salesmen’s salaries and commissions.......... 98,397.30 | 
Gece eS ba hoki «bh 0! 04 8 42 9,860.10 
Miscellaneous selling expense................ 3,216.60 
Statistical department salaries............... 21,600.00 
Statistical department expenses.............. 11,172.50 
Salaries of executive officers................. 44,500.00 
General office salaries. ...................... 70,907 . 20 
General office supplies and expenses.......... 9,158.60 : 
* Market value September 30, 1929—$88,460.00. } 


368 

















Students’ Department 








EE Pee eT Te eee ore 
Telephone and telegraph................ 
Depreciation of office equipment......... 
Ineurance and bonds. ..............cese0. 
TR EGR eS bv ae en ee 
Miscellaneous general expenses........... 
ES EE Se re 


Provision for current year income taxes....... 


Solution: 





$1,472,144. 60 $1,472,144. 60 








The following profit-and-loss statement and the consolidated balance-sheet on page 372 are 
based on the work sheets appearing on pages 370 and 371. 


INVESTMENT TRUST CORPORATION AND SUBSIDIARY 


INVESTMENT MANAGERS COMPANY 


Exhibit B 


Statement of profit and loss (by companies and consolidated) for the period, 


January 1, 1929, to September 30, 1929 


Investment 
Managers 
Company 

$ 65,624.70 


106,084.00 





Investment 
Trust 
Corporation 
Income: 
Trading profits: 

Profit on sales of securities...... $515,758.35 
Profit on sales of stock rights. ... 76,450.50 

Profit from syndicate participation 
Total trading profit........ $592,208.85 


$171,708.70 





Commissions and management fees: 
Brokerage and investment counsel 


Inter- 


company Consolidated 


eliminations 


$ 763,917. 


$ 581,383. 
76,450. 
106,084. 


0S 
50 
00 
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| A PROSE Ser oes ee Fear $105,041.80 $ 105,041.80 
Management fees—lInvestment 
Trust Corporation............ 55,993.70 $ 55,993.70 
Commissions earned on sale of 
Investment Trust Corporation 
COG és 056602b46eeeeevanraee 256,146.50 256,146.50 
Total commissions and man- 
agement fees............ $417,182.00 $312,140.20 $ 105,041.80 
Interest and dividend earnings: 
Dividends on investment stocks.. $130,711.00 $ 130,711.00 
Interest on investment bonds... . 12,239.45 12,239.45 
Interest on stockholders’ notes. . . 54,913.70 54,913.70 
Dividends on inventory of stocks. $ 2,367.50 2,367.50 
Interest on accounts receivable. . 21,276.30 21,276.30 
Total interest and dividend 
GIO, 50 ch os ued sean $197,864.15 $ 23,643.80 $ 221,507.95 
UIE, 0 0 5.000004 v0 $790,073.00 $612,534.50 $312,140.20 $1,090,467 .30 
Expenses: 
Salesmen’s salaries and commissions $ 98,397.30 $ 98,397.30 © 
Management fees................ $ 55,993.70 $ 55,993.70 
ES a I 9,860.10 9,860.10 
Miscellaneous selling expense. ..... 3,216.60 3,216.60 
Statistical department salaries... .. 21,600.00 21,600.00 
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Statistical department expense.... . $ 11,172.50 $ 11,172.50 
Salaries—executive officers........ 44,500.00 44,500.00 
General office salaries............. 70,907 .20 70,907 .20 
General office supplies and expenses. 9,158.60 9,158.60 
ru coesbbeds beeceeuns een 2,410.00 2,410.00 
Telephone and telegraph......... 4,425 .30 4,425.30 
Depreciation of office equipment. . . 2,008.15 2,008.15 
Insurance and bond premiums. .... 3,384.20 3,384.20 
REE et 9,000.00 9,000.00 
Miscellaneous general expense... . . 6,567 . 36 6,567 .36 
Documentary stamps on stock issued $ 2,936.00 2,936.00 
I MID. 6 cic vasevssocees 22,997.20 12,997.79 35,994.99 
pn Teer Te $ 81,926.90 $309,605.10 $ 55,993.70 $ 335,538.30 

Net profit before federal in- 
Ds in cab 06e0-o es $708,046.10 $302,929.40 $256,146.50 $ 754,929.00 

Deduct 
Estimated federal income taxes... . 70,000.00 36,000.00 106,000.00 
Total net profit........ ... $638,046.10 $266,929.40 $256,146.50 $ 648,929.00 
Deduct 

Minority interest in profits. ....... 66,732.35 66,732.35 
Surplus net profit.......... $638,046.10 $200,197.05 $256,146.50 $582,196.65 
Exhibit C 


INVESTMENT TRUST CORPORATION AND SUBSIDIARY 


Analysis of surplus account for the period January 1, 1929, 
to September 30, 1929 


Net profits per profit-and-loss statement 





MONG 6 -6ii:s' dean ck. cehae bake coaeas oe $ 754,929.00 
Deduct: 

Provision for federal income taxes........... $106,000.00 

Preferred stock dividends declared.......... 96,837 . 80 

Provision for accrued preferred stock divi- 

ES x 60S shiny a oe a eeee madame 64,305 .00 

Minority interest in profits................ 66,732.35 333,875.15 

Balance, September 30, 1929................. $ 421,053.85 


Data to be used in a letter to stockholders 


Consolidated statement of income and surplus for the period January 1, 1929, 
to September 30, 1929 


EO EO CCE Be ne $1,090,467 . 30 
Deduct—expenses, including interest........... 335,538.30 


GUN. 6 i. S.w €bds Rete e aces eek aS aries $ 754,929.00 
Deduct—estimated federal income taxes. ....... 106,000 .00 
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Net profit for the period.................... $ 648,929.00 
Deduct—minority interest in profits of subsidiary 66,732.35 
ss Aeknlbedsdu beeveee ees $ 582,196.65 
Deduct— 

Preferred stock dividends paid.............. $ 96,837.80 

Surplus appropriated for preferred stock 

dividends accrued but not declared. ....... 64,305 .00 161,142.80 

Balance applicable to common stock........... $ 421,053.85 


The problem does not give the number of shares of common stock out- 
standing or the par value of such stock. If the par value is $100 per share, 
the earnings per share would be ($421,053.85+5,207.9) or $80.85. If the par 
value is $10.00 per share, the earnings would be $8.09 per share. 

The book value of the common stock may be determined as follows: 


Net worth of the company.................. $9,586,513.15 
Deduct— 

Preferred stock outstanding................ $5,381,837 .00 

Accrued dividends on preferred stock. ....... 64,305.00 5,446,142.00 





Book value of common stock................ $4,140,371.15 


If the outstanding common stock is 5,207.9 shares, the book value per share 
is ($4,140,371.15+5,207.9) or $795.01. 

If the outstanding common stock is represented by 52,079 shares, the book 
value is $79.50. 


The following problem was set by the Board of Examiners in Accountancy 
University of Illinois, at the examination given November 12, 1929: 
From the following information, prepare a statement of application of funds 
covering the fiscal year ending October 31, 1929: 
“F”’ CoMPANY 


Comparative balance-sheets 
October 31, 
1928 1929 











Assets 

IEE Oe Ce ne rE $ 52,441.18 $ 40,020.55 
Customers’ receivables. .............00000- 189,245.20 180,671.32 
SI NEES ec ee eee 536,782.43 473,488.17 
SLE OE OEE COTE 5,221.85 12,673.34 
Cash surrender value of life insurance policy. 18,238.47 
Investment in subsidiary company.......... 107,640.00 93,960.00 
Unamortized discount on bonds............ 32,150.00 27,220.00 
Rt GRIN oY a ae 50,000 .00 72,000 .00 
Buildings, machinery, etc.................. 344,502.16 482,153.35 

EEE Pee oan ee weer $1,336,221.29 $1,382,186.73 

Liabilities and net worth 

Trade accounts payable................... $ 48,382.96 $ 79,845.58 
rs bins. gales weeree enews « 4,815.00 6,238.99 
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Purchase-money obligations on machinery... $ $ 45,000.00 
6%% first mortgage bonds................ 268,500 .00 261,000 .00 
Reserve for depreciation.................. 126,749.31 78,344.76 
Ree 66k oH kde 4 ned dep eunien 650,000 .00 730,000 .00 
SEIU. 6 cn ccncccscccecsseede 100,000 .00 110,000 .00 
I 05.6.4. 6.5'> 42.0: s Sulina sams wants 137,774.02 71,757.40 

Total liabilities and net worth........... $1,336,221.29 $1,382,186.73 








Owing to the death of the president, the face value of the insurance policy, 
amounting to $50,000.00, was realized on during the year, the excess over the 
cash surrender value being credited to current earnings. 

The investment in subsidiary company represents the purchase of 5,980 
shares of stock of which 760 shares were sold during the year at $25.00 per 
share, the profit having been credited directly to surplus. 

Equipment which had cost $125,260.50, and on which depreciation of 
$72,666.15 had been accrued at October 31, 1928 (no further depreciation was 
provided), was sold in 1929 for $20,000.00; the loss was charged off as a current 
operating expense. 

A stock dividend of $65,000.00 was declared and paid in January, 1929, 
while stock of a par value of $15,000.00 was given to employees as a bonus 
and charged to factory expense. 

The purchase-money obligations mature June 30, 1931. 


Solution: 

The suggested time for the solution of this problem was 30 minutes, which 
the candidate would find was not sufficient to enable him to prepare working 
papers, which are used in this solution for explanatory purposes only. The 
problem can be solved readily without the use of working papers other than 
““T” accounts for surplus and profit and loss. 

In his reading of the problem the candidate should note that certain extra- 
neous debits and credits were made against current earnings instead of the 
surplus account, which entries should be considered with those charges not 
requiring an outlay of funds to determine the funds provided by profits. 
The adjustments necessary to correctly state these facts appear at the end of 
the working papers. 

The purchase-money obligations on machinery, $45,000.00, due June 30, 
1931, is not a current liability, but is a non-fund payment for machinery. 

An assumption that $7,500 of the first mortgage bonds will be purchased 
during the coming year, and should, therefore, be shown as a current lia- 
bility, because this amount was purchased during the past year, can not be 
sustained by the facts given in the problem. 

“F” CoMPANY 
Statement of application of funds for the year ended October 31, 1929 
Funds provided: 

By net profits: 

Net profits, per books......... $ 3,663.38 
Adjustments of profits: 

Loss on sale of equipment.... $ 32,594.35 

Less—cash received in excess 


of cash surrender value of 
life insurance............ 31,761.53 832.82 
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Adjusted profit............... $ 4,496.20 
Add—charges to profits not re- 

quiring funds: 

Bonus stock charged to fac- 











COPY GRBEREE. .. occ ccecs $ 15,000.00 
Depreciation on _ buildings, 
MONEMINOEY, C00... 2... 00s. 24,261.60 
Bond discount written off . . .. 4,930.00 44,191.60 $ 48,687.80 
By receipt of face value of life in- 
Ds 6 cp wweseers ce nes 50,000. 00 
By sale of 760 shares of stock of sub- 
re 19,000.00 
By sale of equipment............. 20,000 .00 
By decrease in working capital and 
prepaid expenses (per schedule). .. 109,723.89 
Total funds provided....... $247,411.69 
Funds applied: 
To increase in fixed assets: 
eS ee ee $ 22,000.00 
Buildings, machinery, etc....... $262,911.69 
Less—purchase money obliga- 
| RS ae 45,000.00 217,911.69 $239,911.69 
To reduction of 6%% first mort- 
gage bonds outstanding........ 7,500.00 
Total funds applied......... $247,411.69 
“F” COMPANY 
Schedule of working capital and prepaid expense 
Changes in 
October 31 working capital 
1928 1929 Decrease Increase 
Current assets: 
Cash............. $ 52,441.18 $ 40,020.55 $ 12,420.63 
Customers’ receiv- 
ables........... 189,245.20 180,671.32 8,573.88 
Inventories........ 536,782.43 473,488.17 63,294.26 
Total current as- 
es dic ack aca $778,468.81 $694,180.04 





Current liabilities: 
Trade accounts pay- 


BOs ce hibectses $ 48,382.96 $ 79,845.58 31,462.62 
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Accrued taxes. ..... $ 4,815.00 $ 6,238.99 $ 1,423.99 
Total current lia- 
bilities........ $ 53,197.96 $ 86,084.57 | 
/ 
Working capital...... $725,270.85 $608,095.47 $117,175.38 | 
Decrease in working 
eye $117,175.38 
Deduct—increase in pre- 


paid expenses...... $ 5,221.85 $ 12,673.34 7,451.49 





Decrease in working 
capital and prepaid 
expenses.......... $109,723.89 
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Correspondence 


MISNOMER BEGETS MISUNDERSTANDING 
Editor, THE JOURNAL OF ACCOUNTANCY: 


Sir: There has been much discussion and much litigation on the subject 
of stock dividends, and, like all questions involving principles of right and jus- 
tice in the dealings of man with man, this one will not be settled until it is set- 
tled aright. Questions of this sort often turn on a point of the use and meaning 
of words. This is merely one of a number of instances in which the terms used 
in the accountancy profession are ambiguous or misused. 

The word “‘dividend’’ may mean a separated portion of the thing of which it 
was a part or it may mean, in common parlance, and by a misuse of the word, 
a distribution among several persons of some severable thing. In the financial 
world the word dividend has been so restricted to mean distribution that the 
word “‘split-ups’’ now begins to be used to indicate what the word dividend 
formerly meant. 

“Stock dividend” in its current meaning isa misnomer. It implies neither 
of the acts mentioned. The ownership which a stockholder has in the accu- 
mulated earnings of a corporation is already separated as far as it can be sepa- 
rated by means of the issuance of certificates, and it can not be parceled out and 
distributed to him, because it is already his. 

It is in no sense of the word a dividend. The certificate which he holds is not 
cut into pieces, and the property represented by the certificate is not severed 
into parts. It isa replacement of one form of evidence of ownership by 
another. 

The adoption of the term “stock dividend” was doubtless a device intended 
to deceive. The managers of a corporation with an accumulation of earnings 
which had perhaps already been reinvested in assets of the business, being re- 
luctant to convert these into cash and distribute to the stockholders, hit upon 
the scheme of withholding the earnings, and at the same time giving to 
the stockholders. other pieces of paper representing their individual share 
of the profits, as distinguished from their original investment, and thus 
to silence their clamor. So they gave them paper, additional receipts for what 
was already theirs, and called the paper ‘“‘dividends.”’ Rightfully, also, it was 
a device for reducing the apparent rate of dividends. In both instances decep- 
tion seemed necessary, and in both instances it was thought necessary because 
of the falseness inherent in par certificates. 

One who sells his shares in a corporation surrenders his certificate and per- 
mits his ownership to pass by endorsement. It is not the certificate which he 
sells; it is the property evidenced by it. 

Capital stock is not a credit; it is a debit on the balance-sheet. The off- 
setting account is a credit to owners for the capital stock, the stock in trade, 
which they put into the business. It is a credit for capital stock, and not the 
capital stock. 

A decedent leaving his stock to a remainderman, but the income therefrom 
to a life-tenant, leaves what to the remainderman? He leaves whatever share 
he possesses at the date of his death in the net assets of the corporation. 
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Suppose, for example, that X leaves to his son his stock in the Blank corpora- 
tion with the provision that the income therefrom shall go to his daughter while 
she is in college and until she marries. Mr. X, and even his lawyer who helps 
draft his will, in fact most testators, can not be charged with a foresight so 
penetrating as to perceive and guard against the multiplicity of probable acts 
on the part of the corporation. 

Is it not reasonable and right to hold that any surplus undistributed at the 
date of the death of the testator inheres in and is a part, not of the capital stock 
which is the original investment represented by the stock certificates, but of the 
share of the business which he owned when he died? 

The remainderman falls heir to that share including both the elements of 
original investment and undistributed prior earnings. Whatever this entire 
share earns in the future should go to the life-tenant. 

Suppose that at the death of X the shares stood at $100 original investment 
and $80 undivided surplus. Would not common sense decide that the re- 
mainderman was heir to $180 of interest in the business for each share inherited 
by him? 

Suppose that the future earnings were only partly distributed. Could not 
the life-tenant justly lay claim to the undistributed part? Whether profits are 
declared and paid as dividends or retained in surplus, is it not reasonable to 
conclude that the testator meant the life-tenant to have them? 

Suppose the undistributed part accumulated until the value of the shares 
became $200, and that then a stock dividend of one hundred per cent was made 
in the usual fashion. Is it not reasonable to hold that $°0 of this constitutes 
corpus and should be held as property of the remaindern: a and-$20 is income 
belonging to the life-tenant? If these extra shares are marketable and are 
sold, should not $80 of the proceeds be reinvested and treated as the original 
shares would have been treated if they were sold? 

Mere rise in the market price of the original shares, uninfluenced by undis- 
tributed earnings, or a mere rise in the market price of the actual property of the 
corporation other than the property in which it deals, represented by the cer- 
tificates, might be considered an increase of corpus, as distinguished from earn- 
ings, unless the enterprise was speculative in nature, dealing in fluctuations, 
when such increase would necessarily be treated as earnings, only when realized. 

A corporation which earns fifty percent per annum on itsnet worth may enjoy 
a high market price for its stock. Such a condition benefits the life-tenant. 
The remainderman must accept conditions as he finds them when he comes 
into full possession of both corpus and income. The market price at which a 
share may be sold is quite distinct from the value of the share, that is, the un- 
divided interest in the net assets of a business, not the certificate itself nor the 
capitalized earning power. The fact that a man may, or even does, take ad- 
vantage of a current opinion that a share is worth more than it cost him, and 
may realize a profit, does not demonstrate that the share as such is worth so 
much. His profit, when realized, is income to him, but it may be loss to the 
vendee. Hence market price is beside the question, and should never be 
allowed to lift our eyes from the share itself. 

If X leaves a farm to his son, the income to go to the daughter, any increase 
in the market price of the farm would doubtless be increase of corpus, but, as 
has been pointed out, this should not be entered upon the books of the remain- 
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derman until after the life-tenant is out of the picture and the remainderman 
actually realizes such increase by sale of the property. 

Court decisions should not be accepted as basic and final when considering 
questions of this sort. Truth does not change. Court decisions are reversed. 
The supreme <ourt of the United States has reversed its own decisions, and it 
may yet reverse the age-old decision in the case of Gibbons v. Mahon (136 U. S. 
549, 557). That case involved the rights of two daughters of Mrs. Ann W. 
Smith, who left two hundred and eighty shares of Washington Gas Light Co., 
forty-five shares of Franklin Insurance Co., and $80,500 in government bonds 
to her daughter, Mrs. Jane Owen Mahon, in trust for the benefit of herself and 
her sister, Mrs. Mary Ann Gibbons, with the provision that Jane should “cause 
the dividends of said stock and the interest of said bonds as they accrue to be 
paid to my said daughter, Mary Ann Gibbons, during her lifetime, and in case 
of her death, said stocks, bonds and income shall revert to the estate of my said 
daughter, Jane Owen Mahon.” 

The gas company paid a stock dividend and both daughters claimed it. 
They went to court, and such was the swift movement of the machinery of jus- 
tice that the case was decided twenty-five years later, and the decision was that 
the earnings which the company withheld were increase of capital and therefore 
belonged to Jane. 

No one doubts that Mrs. Smith thought that all earnings of the company 
would be paid in dividends, and that it was her intention that Mary should 
receive all the earnings of the principal. Yet the court said: ‘‘ The tenant-for- 
life of stock'i entitl@d to all dividends declared thereon during his life, irrespec- 
tive of the tine whesfthey were earned, provided only that they do not impair 
the capital of the trust fund.” 

We are bound by our form of government to give full reverence to the de- 
cisions of our courts on questions of what is law. But in the name of our 
boasted freedom are we by such reverence to be bound and diverted from the 
right path in our quest of truth? 

The question as to whether a stock dividend is taxable may be a question of 
what is law, but the question of whether or not it is income is a question of what 
is the fact. 

The decision in Macomber v. Eisner that stock dividends are not income was 
handed down by the amazing vote of five to four. If one of the five had 
changed his opinion as to what was the fact, would that have changed the fact? 
Shall we say with Catherine Manola, “If thou sayest it is the sun, it is the sun, 
and if thou sayest it is but a candle light, it is so, and if thou sayest it is the 
moon, it isthe moon. Whatever thou sayest it is, that itis”? Cana decision 
by a majority of one out of nine make the moon the sun? 

Yours truly, 
ERNEstT S. RASTALL. 
Rockford, Illinois, March 25, 1930. 


STOCK DIVIDENDS 
Editor, THE JOURNAL OF ACCOUNTANCY: 
Srr: I have read, with great interest, the editorial comment appearing in the 
editorial columns of the February, 1930, issue on the subject of stock dividends, 
the reply thereto written by your correspondent, Herbert C. Freeman, appearing 
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in the April, 1930, issue of the JouRNAL, as well as the more lengthy dis- 
sertation on the subject, written by Professor Briggs and entitled ‘Stock 
Dividends—Life-tenant or Remainderman,’”’ which appeared in the March, 
1930, issue. 

It would seem from a study of Professor Briggs’ interesting article that the 
present law in New York on the subject is that laid down by Judge Chase, 
speaking for the court of appeals in Matter of Osborne (1913), 209 N. Y. 450, a 
leading case in this state, which follows the so-called Pennsylvania or American 
rule in that, in order to keep the corpus of a trust fund intact in cases where the 
declaration of an extraordinary dividend would encroach upon the capital of 
the trust fund, in whole or in part, it directs an equitable apportionment of 
such dividends (whether payable in cash or stock) between principal and 
income in accordaace with the method of computation stated in the opinion. 
However, the rule enunciated in Matter of Osborne (supra) is not the law in 
New York, today, for all purposes. 

A statutory enactment, effective May 17, 1926 (Laws of 1926, chapter 843, 
amending paragraph 17-A of the personal-property law), provides as follows: 

17-A. Srock DrvipENDs. Unless otherwise provided in a will, deed or 
other instrument, which shall hereafter be executed and shall create or 
declare a trust, any dividend which shall be payable in the stock of the 
corporation or association declaring or authorizing such dividend and 
which shall be declared or authorized hereafter in respect of any stock of 
such corporation composing, in whole or in part, the principal of such 
trust, shall be principal and not income of such trust. The addition of any 
such stock dividend to the principal of such trust, as above provided, shall 
not deemed an accumulation of income within the meaning of this 
article, 


The present law thus expressly overrules the decision in Matter of Osborne 
(supra) as to stock dividends and declares that in the absence of a provision to 
the contrary in the instrument creating the trust, any stock dividend duly re- 
ceived by a trustee of a trust created after the effective date of this enactment, 
“shall be principal and not income of such trust.” By its broad terms, this 
provision would seem to include all stock dividends, whether ordinary or ex- 
traordinary in character—the sole criterion being the form in which the divi- 
dend was declared. The statute thus adopts the so-called Massachusetts rule. 

Judicial interpretations of this statute, above set forth, have again declared 
it to be applicable only in cases where the trusts, holding the stocks, upon 
which the stock dividend was declared, were created after the focal date, viz., 
May 17, 1926. See, Equitable Trust Co. v. Prentice (1928), 250 N. Y. 1; also 
In re Lawton’s Will (1929), 133 Misc. 820, 234 N. Y. S. 494; also, Matter of 
Norton, 129 Misc. 875, 224 N. Y. S. 577, 

It would seem, therefore, that as to extraordinary cash dividends, Matter of 
Osborne (supra) is still decisive, but that as to all types of stock dividends, it 
has been superseded by the statutory enactment above discussed. 

Yours truly, 
EMANUEL SAXE. 

New York, April 10, 1930. 
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Cc. P. A. PROBLEMS, by Jacos B. Taytor and HERMANN C. MILLER. 
McGraw-Hill Book Co., Inc., New York. Cloth, 602 pp. 


In C. P. A. Problems and Questions in Theory and Auditing we have a com- 
pilation of questions and problems taken from C. P. A. examinations during 
late years, from 1924 to 1929, a period well calculated to show the present 
standards and trend of such examinations. There is no attempt to follow any 
particular textbook arrangement of standard procedure in auditing except in 
part V, theory and part VI, auditing. The other parts merely assemble ques- 
tions from different examinations under arbitrary general heads, such as types 
of organization mergers and consolidations and the like. Answers are not 
supplied but an ample bibliography of authorities gives the student the proper 
sort of key to facilitate his work if his previous grounding in principles is not 
sufficient. An appendix displays two complete sets of examination papers 
valuable for practice and in visualizing an examination as a whole. A good 
index classified by technical subjects gives quick access to all the problems. 
From this brief description it may be gathered that Professors Taylor and 
Miller have adopted for the students of the Ohio state university what might be 
called the ‘‘case”” method of laboratory work. It differs from other texts of 
this kind which have been published lately in being more in the nature of a 
review than of systematic training during the course, which from the preface 
appears to be the aim of the compilers. From a few tests it seems to me that 
the questions have been fairly and judiciously selected, and cover a wide range 
of examinations from all the states both coéperating and not codperating with 
the American Institute. The student who has mastered these problems may 
feel assured that he has pretty fairly covered the field of accountancy. More- 
over he will have familiarized himself with the form and content of examination 
papers, which should go a long way to help prevent “examination fright.” 

It is gratifying to note that adequate attention has been given to problems 
in partnership accounting. Over seventy questions and problems in this im- 
portant subject are included in this book, and no doubt many more were 
actually propounded in examinations—which is respectfully called to the at- 
tention of recent authors who have so oddly omitted any reference to it. 

While this book is intended primarily for the university student during 
college years, he will do well to add it to his permanent working library. 
Under many present C. P. A. laws several years must elapse before he can go 
up for examination, and constant practice on these and similar problems will 
be most helpful to him. Practitioners who are more or less concerned about 
the standards set for our future certified public accountants by the different 
states and the Institute will find it interesting to compare the questions. 

W. H. Lawron. 


FUNDAMENTALS OF BOOKKEEPING AND ACCOUNTING, by S. 
BERNARD KoopMAN and Roy B. Kester. The Ronald Press Company, 
New York. Cloth, 404 pages. 

After considering the long list of high-school educators consulted by the 
authors, it is safe to conclude that in Koopman and Kester’s Fundamentals 
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of Bookkeeping and Accounting we have a comprehensive textbook on ele- 
mentary bookkeeping. It was first published in 1921, and has now been 
revised to conform with the latest methods of teaching this subject, the more 
important improvements being, to quote from the preface (p. iv): “. . . (1) 
a more rapid development of the basic principles, resulting in an earlier intro- 
duction of the student into the actual work of record making; (2) a simpler 
treatment of some of the more difficult phases of the subject, such as, for ex- 
ample, deferred items and accruals; (3) a wider latitude in the selection of 
practice material, many optional problems being given.” In short, a more 
thorough application of the laboratory idea that the way to learn to do a thing 
is to do it. One can not learn to drive a car by merely watching the other 
fellow. He must take the wheel himself and profit not only by his teacher’s 
instructions but also by his own mistakes—if he survives. 

Instead of beginning with the inferior books and working up to the ledger 
(as he would in an office) the student is first introduced to the broad theory of 
accounts, and then learns how it is attained in practice. Each step in the de- 
velopment of the accounts is clearly explained, and their interrelations are em- 
phasized. The problems given are practical, ample and clearly stated. 
Facsimile accounts in script and colors help to familiarize the pupil with the 
appearance of real account books—no small feature when we consider how dif- 
ferently printed illustrations appear to the untrained eye. The high-school 
graduate who has mastered this book will find himself well qualified, whether 
he immediately enters a business office as bookkeeper or takes a further course 
of higher accounting in college. A thorough training in the art of bookkeeping 
is a sine qua non in either case. 

carer W. H. Lawton. 


MODERN ACCOUNTING THEORY AND PRACTICE, by DeWirr C. 
EGGLeston. John Wiley & Sons, New York. 2 volumes. 1010 pages. 


The author of Modern Accounting Theory and Practice, a lecturer at the Col- 
lege of the City of New York, and a public accountant of diversified practice, 
has expanded the matter contained in lectures to his students and made of it 
an accounting textbook. 

Accounting theory does not change basically, but without doubt recent de- 
velopments of accounting practice (not theory), due to the efforts of public 
accountants toward better accounting and to the improvements of accounting 
machines, have gone ahead of the available textbooks. The attempt of this 
author to codify and bring up to date teaching material suited to advanced 
students is timely. 

The ground covered is broad. A student who has mastered the matter in 
these two large volumes has wider general information as to modern practice 
than many successful professional accountants. 

No effort to put forward peculiar or extreme views appears anywhere in the 
work. Of course, there are minor details that may not meet the views of every- 
body. It could not be otherwise, since accountants are not yet unanimous on 
all matters. It is hardly possible, however, to imagine a work of such length, 
covering such a wide range, and containing less contentious matter. 

The origin of the text is clearly indicated by the profusion of questions for 
review, problems from Institute and C. P. A. examinations with their solutions, 
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and original problems. Indeed, these are so prominent as to give the book the 
appearance of a schoolbook. Nevertheless the contents will be of value to ex- 
perienced professional accountants, especially if they are called upon to do work 
on accounts dealing with unfamiliar lines of business. 

The text does not deal much with that phase of modern accounting that 
depends upon tabulating machines and the more elaborate bookkeeping ma- 
chines. Perhaps that is because such machines are not available for the use 
of students and practical demonstrations are not to be had. We may hope that 
at some future time this author may deal with these important aids to modern 
accounting. 

Without any reflection upon the author, who has followed a general custom, 
it may be said that he illustrates and by reason of his ability and experience 
emphasizes the looseness common among accountants in the use of the techni- 
cal term “fund.” A balance-sheet (vol. 1, page 41) shows under “assets’’ the 
item “building fund $5,000,000’"—presumably a fund of money. The same 
balance-sheet shows on the other side under the heading “liabilities and net 
worth” the item “ building fund $5,000,000 ""—exactly the same title for a fund 
of money and for the accountability in respect of it. Surely accountants are 
not so perverse that they can not agree upon terms to differentiate between an 
asset and a corresponding accountability, yet this looseness of terminology 
persists. 

The book as a whole, however, is a highly practical, timely and valuable text, 
good for the student looking forward to public or private accounting, good also 
for the professional library. 

F. W. THORNTON. 


AN OUTLINE OF BROKERAGE ACCOUNTING, by Anson HERRICK. 
Stock Exchange Institute, San Francisco. 94 pp. 


An Outline of Brokerage Accounting is in general conformity with lectures 
constituting the course in brokerage accounting, given by Anson Herrick for the 
San Francisco Stock Exchange Institute. The subject is regarded largely from 
the standpoint of brokerage business as it is carried on outside New York. 
Although the title of the book is inclusive, the content is limited to the func- 
tions of the stock broker and his records. 

The book deals with the functions of the broker and the exchange, the various 
kinds of transactions, the nature of the broker’s responsibility, and the de- 
scription and use of his records and accounts, and it includes typical transac- 
tions and illustrative forms. The illustrations and descriptions of the records 
are on the basis of a small house, and while this serves to illustrate principles, 
it may prove confusing to one attempting to apply them to the business of a 
house of large size. 

The nomenclature is in some instances different from that used in Wall 
Street. Arbitrage is described as the discrepancy in price of a given stock at 
a given time in New York and San Francisco. Perhaps the most general use 
of this term in New York is concerned with the difference in price of stocks, or 
rights, from their relative exchange or subscription value. The system of 
“units” as posting mediums is referred to as the “tag’’ system. 

Sound in principle, the book should be of value to the student and profitable 
for study by juniors or others unfamiliar with the actual records of stock- 
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brokerage transactions. It is a worthy addition to the none too exhaustive 


literature on the subject. 
MARSHALL M. THoMAs, 


PROBLEMS IN AUDITING, by ARTHUR WARREN Hanson. McGraw-Hill 
Book Company, Inc., New York. Cloth, 754 pp. 


In Problems in Auditing we have another textbook in the laboratory branch 
of accountancy education, two examples of which (Jackson’s Auditing Prob- 
lems, and Walker’s Problems in Accounting Principles), have been reviewed in 
previous issues of the JouRNAL. This volume may be considered as a com- 
panion to Professor Walker’s in the Harvard curriculum, and is devoted 
entirely to the problems arising in making an audit. That is to say, while Pro- 
fessor Walker’s book considers problems of the inside accountant who is 
responsible for the bookkeeping, Professor Hanson's is for the outside auditor 
who reviews the accounts. The book follows the same general plan of its 
predecessors in presenting problems which have been taken from actual ex- 
perience, and it is intended to take the place of the field-work formerly required 
from Harvard students. A logical arrangement carries the student from the 
purposes of auditing and responsibilities of auditors through practice and pro- 
cedure to the final presentation of findings, closing with the complex situations 
to be encountered in consolidated balance-sheets and in that indoor sport of 
“ giving effect to’’ which was so popular during the merger craze of last year! 
Ample details of facts and figures are given in the text and schedules from which 
a careful student should have no difficulty in working out correct solutions. 
But woe to the man who fails to take note of all the facts submitted! 

Two problems merit especial attention. Under auditing practice and pro- 
cedure, which takes up each step of an audit in proper and standardized order, 
the case of the Hopkins Department Store is split up under the various sub- 
headings, verifying cash, accounts receivable, etc., so that in the end the stu- 
dent while he is applying the principles involved in each step finds he has made 
a complete detailed audit of this concern—an excellent method of training in 
orderly procedure. Later, after he has assimilated this and other more spe- 
cialized problems in procedure he will be prepared to take the mass of data in 
the complete audit of the Calapooya Lumber and Pulp Co., and determine for 
himself the sufficiency or otherwise of its working-papers, etc. 

The queries at the close of each problem are more in the nature of hints to 
provoke discussion than of examination quizzes, and are in the main quite per- 
tinent, although the query at the close of the fifty-page report of the U. S. Steel 
Corporation—“ Do you consider this a satisfactory report?’’ sounds a bit 
naive. Perhaps the student might agree with the average stockholder in think- 
ing there is too much of it! 

The same remark might be made of Professor Hanson’s book as a whole. 
At a rough estimate 300 to 350 pages of this bulky volume are given to reprints 
of annual reports of nationally known corporations with a mass of more or less 
irrelevant texts and schedules. When the author himself admits in his preface 
that “even without this material the book contains more problems than it has 
been possible to treat adequately in a whole-year course’’ (p. v), it seems rather 
an unwarranted addition to the cost of the book. 
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There is a good index for reference by technical subjects. It is to be re- 
gretted that the problems are not indexed alphabetically—it is rather a nui- 
sance to have to run down whole pages of contents to find a problem in cross- 
reference. And while it is true that the student is supposed to be thoroughly 
grounded in principles before he tackles this work, it would be helpful and time- 
saving if there were a bibliography (book and chapter) at the close of each 
section. 

But these are minor defects. As a whole Professor Hanson's book is a note- 
worthy contribution to the growing substitution of laboratory for field-work 
and the practical experience now required by C. P. A. laws. We should have 
more of these texts—and probably will. 

W. H. Lawron. 
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[The questions and answers which appear in this section of THE JOURNAL OF 
ACCOUNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in- 
formation. The executive committee of the American Institute of Accountants, 
in authorizing the publication of this matter, distinctly disclaims any re- 
sponsibility for the views expressed. The answers given by those who reply are 
purely personal opinions. They are not in any sense an expression of the In- 
stitute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Ep1tor.] 


INTEREST ON CONSTRUCTION COST 


Question. Case 1. Subsidiary A lends money to Subsidiary B for con- 
struction purposes at 6% interest. B capitalizes the interest as cost of con- 
struction. 

(1) To what account does A credit the interest received? 
(2) How does the parent company X treat this item of interest on con- 
solidated statements? 

Case 2. Subsidiary A uses its own funds for construction. The funds were 
invested in securities earning 6% and on deposit in bank at 24%. 

(1) What is the practice in capitalizing a fair rate of interest on the money 
tied up during construction? 

(2) If any sum is so capitalized, how is it treated in the parent company’s 
consolidated report? 

In answering the questions under case 2 consideration should be given to the 
fact that the funds used in construction may have arisen 

(1) Out of the sale of interest-bearing obligations. 
(2) Out of the sale of capital stock. 
(3) Out of accumulated net income. 

Answer. It is rather difficult to answer the question categorically since 
several factors are not given; for this reason the reply is made in general terms. 

Although, in general, for reasons of conservatism, it is preferable not to 
capitalize interest during construction in a going business, we are of the opinion 
that we can not object to its capitalization. This is the case irrespective of 
whether the corporation borrows money specifically for construction purposes 
or uses its own funds which had been accumulated previously from profits. 
Interest so capitalized may be included in current income both on the books 
of the subsidiary company erecting the building and in the consolidated ac- 
counts of the parent corporation. 

The rate of interest to be used for this purpose will depend upon circum- 
stances. If use is made of the corporation’s own funds (which had accumu- 
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lated previously from profits or had been derived from the sale of common 
stock, non-cumulative preferred stock, debenture bonds or similar securities), 
the rate used should be the prevailing rate for government and municipal 
securities. It is realized that the corporation may have been earning a higher 
rate through investment in other types of securities, but such investment had 
an element of risk which at times would result in reducing the income con- 
siderably through losses and this element is entirely lacking in the capitalization 
of interest. In the case of funds secured through the sale of bonds, cumulative 
preferred stocks or similar securities, or through borrowings from parent or 
affiliated corporations, the rate of interest to be used might be increased to the 
actual rate paid. 

In each instance, of course, the existence of corporate entities must be recog- 
nized, and if a subsidiary company borrows money either from the parent cor- 
poration or from another subsidiary, the interest it pays may be capitalized and 
included in income; but, on the other hand, an adjustment should be made in 
the preparation of the consolidated accounts to eliminate, by means of an 
appropriate reserve, any portion of the interest which has been included at 
rates higher than those indicated in the preceding paragraph. 

The general principle of the propriety of including capitalized interest during 
construction in income may be subject to an exception in the case of property 
which is being erected for speculative purposes. Construction of this character 
partakes of the nature of an inventory and it is not considered good practice to 
include interest as part of inventory cost and to include income therefrom until 
the property has been sold. 

Answer. Casei. The question rather implies some impropriety in charging 
interest to cost of construction. When interest is actually paid for funds used, 
this is usually considered a reasonable part of the cost of construction, but when 
a company uses its own funds such a charge is not in line with the most con- 
servative practice, but it is not improper if clearly stated in the published ac- 
counts. The principle is not changed, although somewhat obscured by the 
fact that it involves inter-company transactions. 

(1) Company A must credit interest, as an income item, and should show it 
separately as received from B. 

(2) Parent company X, if it accepts the capitalization as proper, takes up the 
interest as a special item and it should show that it has been capitalized by a 
subsidiary. 

If dissenting, it will, upon consolidating the accounts, offset the income item, 
setting it up as a reserve against overcharge to capital expenditure by its 
subsidiary. 

Case 2. Generally the position is the same as the foregoing. Specifically, 
subject to the foregoing, a fair rate depends rather upon the rate regarded as 
reasonable in the country or state where the company’s operations are located 
than upon the origin of the funds used. If the funds were safely invested at 
6% that would seem a fair rate. ‘ 

Answer. With regard to the questions raised, it does not seem possible to 
give answers with regard to the treatment of the items in a consolidated report 
without knowing something about the basis on which the parent company 
carries its investments in subsidiaries and the basis for the consolidation. It 
must be recognized that in true consolidations, inter-company transactions are 
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to be eliminated, and, furthermore, it must be recognized that a profit does not 
arise from the capitalization of charges which are, in effect, mere bookkeeping 
entries. 

With regard to case 1, question 1, presumably A credits an account of in- 
terest earned. The question as to how the parent company X may treat this 
item in its consolidated statements depends on other factors, none of which is 
stated in your problem. 

With regard to case 2, question 1, we do not know that there is any general 
practice as to the capitalization of a fair rate of interest on money tied up during 
construction. Our experience has been that this question is always dependent 
upon the particular circumstances of the case. 

With regard to the second part of case 2, all we can say is that we do not see 
how a parent company would be entitled to consider as earned income an 
amount of interest so capitalized. 

Answer. Case 1. The interest charged B should be credited by A either to 
interest received or in reduction of interest paid. On consolidation, the parent 
company, X, should reserve from surplus the amount of the inter-company 
charges. 

Case 2. In dealing with activities other than public utilities it is gen- 
erally understood that the interest capitalized during construction should 
be restricted to the interest actually paid on funds applied to construction 
purposes. 

In the case submitted the interest capitalized under condition 1 would be the 
amount paid or accrued during the construction period on the interest-bearing 
obligation out of which the funds were provided, after adjustment for the in- 
terest received from the stated securities and deposit. In this case no adjust- 
ment would be needed in the consolidated accounts. 

If the company’s own funds are used, i. e., funds from the sale of capital stock 
or out of accumulated net income, then, in my opinion, no interest should be 
added to the construction cost. If, however, a contrary view is taken and, asa 
matter of fact, interest is capitalized, then, I think, the amount thereof should 
be credited to capital surplus and not regarded as available for distribution. 
The consolidated surplus should be adjusted, if necessary, to reflect this 
condition. 

It will be understood that the foregoing has reference to commercial under- 
takings and not to public utilities whose accounting procedure is necessarily 
governed by the various regulatory bodies. 


CHANGES IN CAPITAL STRUCTURE 


Question. (1) The “A”’ holding company purchases all of the outstanding 
capital stock of ‘““B"’ operating company for the sum of $600,000. The par 
value of the 4,000 shares of stock (all common) acquired amounts to $50 a share 
or a total of $200,000. 

(2) The operating company appraised its physical property, from which it 
was enabled to create a capital surplus of $350,000. 

(3) The holding company, desiring to reduce its own investment in the 
operating company, arranges that the latter revise its capital structure. The 
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operating company, therefore, issues new no-par common and preferred stocks 
to this holding company in exchange for the old stock, as follows: 


1,500 shares preferred, stated value $100 a share at $90......... $150,000 
12,000 shares common, stated value $30 a share................ 360,000 
Pr er ree ert ey Ba A $510,000 
The journal entry recording this is as follows: 
| IE OT eT Te $200,000 
on a en a odes oak whe eeehinl 295,000 
Deferred charges—discount on preferred stock....... 15,000 
To preferred stock 1,500 shares................ $150,000 
Common stock 12,000 shares.................. F 360,000 


Following this, the operating company reacquires from the holding company 
10,500 shares of common, for which it pays in cash the stated value of $30 a 
share or a total of $315,000. The holding company’s investment is, therefore, 
reduced from $600,000 to $285,000. The operating company obtained the 
necessary cash by issuing bonds. 

(4) The $6 preferred stock issue provides that upon voluntary dissolution 
and liquidation the stockholders shall receive $105, and upon involuntary dis- 
solution or liquidation the sum of $100. 

My main questions concerning the above procedure are: 

(a) Is it correct accounting practice for the operating company to set up as a 
“deferred charge”’ the discount of $10 on the no-par preferred stock with a 
stated value of $100 and exchanged on the basis of $90? 

(b) Should the preferred-capital-stock account show a balance of $90 a share 
or a total of $135,000? 

(c) Would it be proper to let the preferred-stock account remain at $150,000 
and charge the discount to surplus? 

I would also appreciate expressions of opinion or criticism with respect to 
any other feature of the foregoing revision of the operating company’s capital 
structure. 

Answer. As we read this proposition, certain essential features appear, 
namely: 


(1) The operating company before revising its capital structure had 


outstanding common stock in a total amount of.......... $200,000 
Upon appraisal of its physical property there was created a 
Ne ee Aiwa Pr er oh 350,000 
tO CE oo ni. va ney scans eetseeeevyennee $550,000 
(2) Upon revising its capital structure, the operating company 
issued: 
1,500 shares of preferred stock, with a stated value of $100 a 
Sas Dea oc db aids apatdm de d.0369 kc cee ee eee $150,000 
12,000 shares of common stock, with a stated value of $30 a 
Sear ry rere. ee ea 360,000 
PUNO, .. «<0 43 4000s aa eeae eee $510,000 


(3) The entire issue of new preferred and new common stock was 
exchanged for the old stock held by the holding company. 
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It does not appear from your letter why the preferred stock of the operating 
company should have been issued at $90 a share, and upon consideration there 
would seem to be a question as to whether the preferred shares were, in fact, 
issued at the $90 price. We, therefore, do not see that the journal entry placed 
upon the books of the operating company correctly expresses the transaction, 
inasmuch as we do not believe that the transaction gave rise to a discount on 
preferred stock in the amount of $15,000. Without knowing the full particu- 
lars as to how the basis of $90 for preferred stock was determined, we can not, of 
course, say that the journal entry shown is definitely incorrect. We can, how- 
ever, say that we see no good reason for setting up the discount on the pre- 
ferred stock in the amount of $15,000. We believe the preferred-capital-stock 
account of the company should show a balance of $150,000, equal to its stated 
value. Also, we believe that the so-called ‘discount on preferred stock”’ 
should have been charged against capital surplus. 

We trust the foregoing brief expression will be of assistance to you in reachinga 
proper conclusion. Wethink, however, that this conclusion can not be reached 
without knowing why the stated value of $100 was placed upon the preferred 
stock when it was proposed to exchange it on the basis of $90, and, furthermore, 
in the mind of the writers, there remains the question whether in fact the 
preferred stock was issued at $90 and not at $100. 


CONTINGENT VS. ACTUAL LIABILITY 


Question. Our client has a contract with a manufacturer by which the 
manufacturer consigns goods to the client. The latter in turn sells the goods 
to the trade on seventy days’ and four months’ time. At the maturity date of 
the invoice, payment to the manufacturer is made by the client, but, for con- 
venience, settlements are made twice a month. 

Our client guarantees the account and has to pay it whether it is paid on time 
by the customer or not. However, our client claims there is not an actual 
liability until maturity date, whereas we claim that there is a liability when 
goods are sold and that the customer’s account receivable is an asset. 

Merchandise may be returned by the customer on account of imperfections, 
wrong construction, or wrong finish, etc., and when this is done the manufac- 
turer is charged and the customer's account is credited—the goods never being 
purchased by our client. 

Our client claims there is an actual liability only when goods have been sold, 
the maturity date has arrived and the account is unsettled at any particular 
time. 

Our client also claims that if we place a footnote on the balance-sheet stating 
that the company is contingently liable for the amount that is not yet due, such 
information covers the case entirely. 

Answer. We are of the opinion that the stand taken by the accountant is 
correct, namely, that there is a liability when the goods are sold and that the 
customer’s account is an asset. We can not see that the situation as outlined 
differs from that arising out of any other sale with a seventy days’ or four 
months’ maturity. When the sale is made a liability is created to the manu- 
facturer, and this must be paid upon maturity, in any circumstances. That it 
is not due until some future date, in our opinion, makes no difference. 
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Answer. Weare in agreement with the client that a footnote on the balance- 
sheet stating that the company is contingently liable for the amount that is not 
yet due is sufficient. The amount isa contingent liability which is payable by 
the client only if the customers do not pay. 

Answer. We agree with the inquiring member that there is an actual and 
not a contingent liability in the case. 

From the terms of the contract as given in the question, it appears that the 
client is liable to the manufacturer for all goods sold by him. He makes 
remittances at certain specified or convenient times, but from the time when he 
makes a sale until he pays for it (providing the goods are not returned) he is 
liable to the manufacturer. He has even guaranteed the account. In our 
opinion it would appear to be merely an account payable but not yet due, and, 
as such, as stated above, it should be shown on the balance-sheet as a liability. 
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